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To Our Shareholders, Clients and Friends:

I believe fiscal year 2003 can be described as a year
of traction and a year of streamlining operations.

Early in the year, we signed the agreement with the
United States Postal Service (USPS) to provide
the management, technology and support for the
Postal Service's Electronic Postmark (EPM) serv-
ice. While the announcement of this agreement was
made early in the year, it wasn't until recently that
we have been able to offer this as an extension to
Microsoft Word. You have probably heard me
express my excitement about this technology and |
believe now, more than ever, that this will prove to
be a watershed technology. We intend to provide
you updates on our progress throughout the current
year on the EPM.

As | mentioned, it was a year of traction and our
Authentidate International operations are a prime
example of the traction our technology is gaining
overseas, Our German subsidiary was able to sign
agreements with T-Systems, a subsidiary of
DeutscheTelecom and the second largest systems
retailer in Europe; ISKV, a leading German Health
Organization; Océ Document Technologies (OCE),
a leadingZcompany in character recognition and
informatién processing; and Kaufmaennische
Krankenkasse (KKH), Germany's third largest
health insurance corporation,

Subsequent to the end of the fiscal vyear,
Authentidate International AG also signed agree-
ments with the German Federal Ministry of
Economics and Labour (BMWA) and Dow
Chemical. We look forward to this year as we
expand this impressive list of clients.

While the progress with the USPS EPM extension
for Microsoft Word was certainly exciting news for
us here in the U.S., our Trac Medical Solutions
(TracMed) subsidiary had a year that can be classi-
fied as a year of “firsts”. In the first month of the
fiscal year, Trac Medical signed its first revenue-
generating contract. The following month, TracMed
was instrumental in completing the first electronic
Certificate of Medical Necessity (CMN). We
believe the cost savings from this technology will
have a major impact on the durable medical supply
industry, as well as the healthcare industry as a

whole and will allow companies to drastically
reduce their days sales outstanding.

Like our Authentidate International subsidiary, we
believe that TracMed is poised to produce better
results this year, and we will keep you informed on
the progress they make throughout the year.

While certainiy the traction that was generated by
our Authentidate businesses was exciting, | would
be remiss if | didn't mention our DocStar and DJS
segments. Both continue to be profitable and
because of that we have been able to lean on them
during our development of the EPM. DocStar con-
tinues to grow and is evolving into a software com-
pany with good synergies with Authentidate and
the EPM technology. | would like to thank all of our
employees within the DocStar and DJS segment
who have focused on producing good results,
which in turn has enabled us to develop an exciting
technology which | believe will revolutionize the
way we do business.

While | think | have clearly detailed the traction our
operations generated during the year, | should
point out some streamlining we did in our opera-
tions. In June, we announced that we had cut
approximately $1 million from our operating costs.
The effects of these cuts will not begin to be seen
until we begin reporting our results for the current
fiscal year.

| believe with the streamlining of our operations
and the traction we generated in the early stage of
our operations both here and in Europe, we are
poised for an exciting fiscal year ahead.

Your support this past year and in previous years is
greatly appreciated and we intend to look for new
ways to implement this technology and create a
company which you are proud to own.

Sincerely,

T34

John Botti
Chairman and CEO




Selected Financial Data

The following selected financial data should be read in conjunction with the Consolidated Financial
Statements, including the related notes, and “Management’s Discussion and Analysis of Financial

Condition and Results of Operations.”

Year Ended June 30, 2003 2002 2001 2000 1999 )

Dperatio LD ata

Net Sales $ 25,286,471 $ 16,642,904 | $17,860,544 | $ 15,289,738 | $ 17,094,765

Gross Profit 6,116,635 4,552,369 3,677,098 2,879,320 5,500,777

Net (Loss)/

Net Income (9,839,309) (9,951,402) (9,340,103) (5,274,043) (3,166,488)

Basic and Diluted

Net (Loss)/

Net Income

Per Common Share (0.50) (0.69) (0.63) (0.49) (0.43)

Bala p cet Data

Current Assets 7,367,295 7,320,024 13,524,429 15,232,894 9,857,681

Current Liabilities 5,443,690 5,727,588 4,004,905 1,809,264 6,225,966

Working Capital 1,923,605 1,592,436 9,519,524 13,423,630 3,631,715

Total Assets 25,045,840 26,051,986 25,867,905 21,128,335 14,484,984

Total LongTerm ,

Liabilities (2) 5,733,500 2,379,064 2,325,168 2,351,253 (1) 5,327,901
étockholders’ Equity 13,868,650 17,945,334 19,537,832 16,967,818 3,335,705J

(1) Long-term liabilities excluding discount of $404,588
(2) Long-term liabilities excluding discount of $3,108,485

Safe Harbor Statement

This annual report contains certain forward-look-
ing statements within the meaning of Section 27A
of the Securities Act of 1933 and Section 21E of the
Securities Exchange Act of 1334, When used in
this report, the words "believe,” “anticipate,”
“think,” “intend,” “plan,” "will be,” “expect”, and
similar expressions identify such forward-looking
statements. Such statements regarding future
events and/or our future financial performance are
subject to certain risks and uncertainties, which
could cause actual events or our actual future
results to differ materially from any forward-look-
ing statement. Such risks and uncertainties

[ T

include among other things, the availability of any
needed financing, our ability to implement our
business plan for various applications of our tech-
nologies, the impact of competition, the manage-
ment of growth, and other risks and uncertainties
that may be detailed from time to time in our
reports filed with the securities and exchange
commission. In light of the significant risks and
uncertainties inherent in the forward-looking
statements included herein, the inclusion of such
statements should not be regarded as a represen-
tation by us or any other person that our objectives
and plans will be achieved.



Management’s Discussion and Analysis of
Financial Condition and Results of Operation

Overview

We are involved in the development of security
software technology, document imaging software
products and systems integration services and
products. Our products include DocStar document
imaging software products, the Authentidate
authentication and security software products and
system integration services and products through
our DJS subsidiary. We also offer, through ourTrac
Medical Solutions subsidiary, the CareCert™
Internet-based medical forms processing service.
Authentidate products are sold by Authentidate,
Inc., Trac Medical Solutions, Inc., and Authentidate
International, AG. Approximately $1.4 million in
revenues during the fiscal year ended June 30, 2003
were generated from our Authentidate-related
businesses. The balance of our revenues generated
during the 2003 fiscal year were derived from our
DocStar and DJS segments.

DJSis an authorized sales and support provider for
software products such as Microsoft Solutions and
Lotus Notes. DJS selis computer hardware and
provides software and integration services to busi-
nesses to meet their data management needs.
)

We established our Authentidate subsidiary during
the fiscal year ended June 30, 2000 to engage in the
business of providing end users with a software-
based security service designed to accept and
store a digital code through the Internet which
enables users to prove the authenticity of the date,
time and the content of any electronic document.
The Authentidate product was released for sale in
May, 2001. We contempiate that product integration
development werk will be necessary for each appli-
cation or customer. We are in the process of selling
this product and began to record revenue during the
fiscal year ended June 30, 2002. We currently own
approximately 98% of Authentidate, Inc.

On July 31, 2002, we entered into a strategic
alliance agreement with the United States Postal
Service to serve as the preferred provider of the
USPS Electronic Postmark® (EPM) service. Under
the terms of the agreement, our subsidiary,
AuthentiDate, Inc., provides the management,
technology and support for the United States

Postal Service's EPM system. The USPS Electronic
Postmark® provides evidence that the content of a
document or file existed at a specific date and time
and is intended to protect the integrity of the docu-
ment or file by ensuring that it cannot be altered
without detection. The EPM uses our patent
pending technology offering highly sophisticated
encryption methodology ensuring document
authenticity and is intended to be able to be added
to any application regardless of the computing
platform or operating system. In order to facilitate
this product faunch, we entered into development
and promotional agreements with Microsoft
Corporation and an affiliate of Microsoft in order to
create the necessary software interfaces to
Microsoft Office® We anticipate a general release
of this product during the first half of the fiscal year
ending June 30, 2004,

In March 2002, we acquired all the outstanding
capital stock of Authentidate International, AG.
We previously owned 39% of the Authentidate
International. Authentidate International sells the
Authentidate product in the European marketplace
and is currently focusing aon the German market.
Authentidate International entered into revenue
generating agreements during the 2003 fiscal year
through which it expects to realize revenue from a
combination of installation and transactions fees,

We also organized Trac Medical Solutions during
the fiscal year ended June 30, 2001 in order to
develop a business model to apply the
Authentidate technology to the medical supply
business relating to the automation and process-
ing of Certificates of Medical Necessity. During the
fiscal year ended June 30, 2002, Trac Medical devel-
oped its CareCert™ service and entered into its
first revenue-generating agreements during the
2003 fiscal year. In March 2003, we acquired the out-
standing minority interest of Trac Medical
Solutions (approximately 14%) and now own 100%
ot Trac Medical Solutions.

During our fiscal year ended June 30, 2001, we
established a joint venture, Authentidate Sports,
Inc., to develop an application of our Authentidate
technology to the field of signature authentication
relating to sports memorabilia and entertainment




collectibles. During the fiscal year ended June 30,
2003, we ceased the operations of the venture.
Authentidate Sports was structured as a 50/50
non-consolidated joint venture between us and
another co-venturer and was accounted for on the
equity basis.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condi-
tion and results of operations are based on our
consolidated financial statements, which have
been prepared in accordance with accounting prin-
ciples generally accepted in the United States of
America. The preparation of these financial state-
ments requires us to make estimates and judg-
ments that affect reported amounts of assets, lia-
bilities, revenues and expenses, and related disclo-
sures of cantingent assets and liabilities. On an
ongoing basis, we evaluate our estimates, includ-
ing those related to new product launches, bhad
debts, inventory obhsolescence, recoverability of
equity investments, intangible assets, software
capitalization and deferred tax assets and contin-
gencies and litigation. We base our estimates on
historical experience and on various other assump-
tions that are believed to be reasonable under the
circumstances, the results for which form the basis
for making judgments about the carrying values of
assets and liabilities that are not readily apparent
from other sources. Actual results could differ from
these estimates under different assumptions.

We helieve the following critical accounting poli-
cies require significant judgments and estimates
used in the preparation of our consolidated finan-
cial statements. We maintain allowances for doubt-
ful accounts for estimated losses resulting from
the inability of our customers to make required pay-
ments. If the financial condition of our customers
were to deteriorate, resulting in an impairment of
their ability to make payments, additional
allowances may be required.

We loaned $500,000 to an unrelated company in a
planned acquisition, Zylab International, inc. Our
loan to Zylab was collateralized by all of Zylab's
assets, including all of its intellectual property. As
of June 30, 2002, Zylab had defaulted on the notes.

On September 23, 2002, we closed on a transaction
pursuant to which our loan was repaid on the fol-
lowing terms. Zylab made payment to us of $350,000
in cash and $50,000 in prepaid license fees for a
product DocStar licenses from Zylab. The remain-
ing $100,000, which was reserved for in fiscal 2002,
was written off during the fiscal year ended June
30, 2003. As of June 30, 2003, we have fully utilized
the prepaid licenses.

We write down our inventory for estimated obso-
lescence or unmarketable inventory equal to the
difference between the cost of the inventory and
the estimated market value based upon assump-
tions about future demand and market conditions. If
actual market conditions are less favorable than
those projected by management, additional inven-
tory write downs may be required.

We hold an interest in a non-consolidated joint ven-
ture having operations or technology in areas with-
in our strategic focus, none of which are publicly
traded. We monitor the financial condition and
results of such company; however, future adverse
changes in market conditions or poor operating
results of the underlying investments could result
in losses or an inability to recover the carrying
value, thereby possibly requiring an impairment
charge in the future. We ceased operations of this
entity during the fiscal year ended June 30, 2003 and
recorded a loss of $515,000.

We have capitalized goodwill related to our acqui-
sitions of Authentidate International AG and Trac
Medical Solutions, Inc., for which the recoverabili-
ty of such capitalized goodwill is highly dependent
on the future success of the marketing and sales of
such product. If the product is not well received by
the marketplace and our future forecasted revenue
and profitability from such product launch is less
than anticipated, the carrying value of goodwill
may be impaired and require an impairment charge
in the future.

We record a full valuation against our deferred tax
assets when we believe it is more likely than not
that such deferred tax assets will not be realized.



Management’s Discussion and Analysis of
Financial Condition and Results of Operation

The following analysis of our financial condition
and results of operations should be read in con-
junction with our consolidated financial statements
and notes contained elsewhere in this Form 10-K,

Results of Operations
Fiscal Year 2003 Compared to Fiscal Year 2002

We realized a consolidated net loss of $9,839,300
($.50 per share) and $9,951,402 ($.69 per share) for
the fiscal years ended June 30, 2003 and 2002,
respectively.

As reported in Footnote 17 (Segment Information)
to the Consolidated Financial Statements appear-
ing in this Form 10-K, the net loss is the result of
losses incurred primarily by our Authentidate seg-
ment. Our Authentidate segment has incurred sig-
nificant sales, marketing, development and general
administrative expenses this year and last in an
effort to complete the product development efforts
and generate sales.

The consolidated net loss is $112,093 less in 2003
as comparj.ed to 2002. DocStar reported an increase
in segment profit from $287,859 in 2002 to $796,866
in 2003 and DJS realized an increase in segment
profit from $96,801 in 2002 to $146,917 in 2003.
The Authentidate segment, which includes
Authentidate, Authentidate International and Trac
Medical Solutions, reported an increase in segment
losses from $5,723,055 in 2002 to $5,974,728 in 2003.

Consolidated net sales were $25,286,471 and
$16,642,904 for the fiscal years ended June 30, 2003
and 2002, respectively. As reported in Footnote 17
to our Consolidated Financial Statements, most of
the increase is due to an increase in sales realized
by DJS as a result of its shift in the product mix of
sales. The increase in DJS sales from $9.9 million
to $17.1 million was primarily the result of an
increase in direct computer hardware sales this
year compared to last year. During the fiscal year
ended June 30, 2002, DJS had a significant amount
of indirect sales. In an indirect sale DJS passes the
hardware sale on to a national distributor or manu-
facturer and realizes a fee from the distributor and
DJS records this fee as a sale. The fee is generally

a percentage of the total sale. In a direct sale DJS
would purchase the hardware from the distributor
or manufacturer and resell it to its customer, and
would record the entire hardware sale. In a direct
sale, the sales revenue is much higher than an indi-
rect sale and so is the cost of sale. However, in
either scenario the gross profit dollars are about
the same.The DJS sales mix of direct sales to indi-
rect sales is dictated by market conditions and is
determined by the customer and/or vendor. One
company represented approximately 73% of DJS's
net sales for fiscal 2003 as compared to 22% for fis-
cal 2002. Sales also increased in the Authentidate
segment for the fiscal year ended June 30, 2003 by
$1.3 million (of which approximately $0.8 million
related to Authentidate International) as a result of
increased customer acceptance of Authentidate
software services. DocStar sales increased slight-
ly for the fiscal year ended June 30, 2003 as com-
pared to the prior fiscal year.

Consolidated gross profit for the fiscal years ended
June 30, 2003 and 2002 was $6,116,635 and
$4,552,369, respectively. This increase is due to the
decrease in the cost of sales experienced by our
DocStar division. The Authentidate segment also
realized a smaller gross loss in fiscal 2003 as
compared to fiscal 2002 due to an increase in sales,
as mentioned above.

Our consolidated gross profit margin was* 24.2%
and 27.4% for the years ended June 30, 2003 and
2002, respectively. DJS realized a decrease in prof-
it margins compared to last year due to the shift in
product mix discussed above, as direct sales have a
lower gross profit margin than indirect sales. In
addition, the DJS profit margins have been nega-
tively affected by competitive pressure in the cur-
rent economy. DJS realized a gross profit margin of
11.8% in 2003 compared to 20.8% in 2002. Offsetting
the reduced profit margins of DJS was an increase
in gross profit margins for DocStar. DocStar's
gross profit margin increased from 54.2% to 64.2%
from 2002 to 2003. This increase is due to reduced
direct material costs due to better purchasing and
a general reduction in component parts throughout
the computer industry and because of a strategic
shift in the business away from hardware and into
software-only sales. The Authentidate segment




realized a gross loss of $269,592 in 2003 compared
to $1,175,669 in 2002. Gross profit margin is defined
as gross profit as a percentage of sales.

Selling, general and administrative expenses
(S,G&A) consist of all our other expenses except
product development costs and interest. S,G&A
expenses amounted to $12,600,901 and $11,470,073
for the years ended June 30, 2003 and 2002, respec-
tively. This increase in S,G&A expenses is primari-
ly the result of our consolidation of the financial
statements of Authentidate International for the
entire 2003 fiscal year. During the fiscal year ended
June 30, 2002, Authentidate International was treat-
ed as an unconsolidated affiliate until we acquired
100% of the capital stock of Authentidate
International in March 2002, at which time it
became a fully consolidated subsidiary.

As a percentage of sales, S,G&A costs were 49.8%
and 68.9% for the years ended June 30, 2003 and
2002, respectively. This percentage decrease is pri-
marily due to the increase in consolidated sales as
discussed above.

Interest expense was $871,856 and $124,824 for the
years ended June 30, 2003 and 2002, respectively.
The increase is primarily due to interest accrued on
$6.4 million of convertible debentures which were
issued during October 2002 and May 2003. We
recorded non-cash interest expense of approxi-
mately $489,000, during the year ended June 30,
2003, relative to the amortization of debt discount
on the convertible debentures, which is more fully
explained in Footnote 18 to the Consolidated
Financial Statements. In addition, we are required
to pay interest on the convertible debentures in the
amount of 7% per annum, which resulted in interest
expense of approximately $171,000 for the year
ended June 30, 2003. Finally, we incurred minor
additional interest expense during the fiscal year
ended June 30, 2003 as a result of new equipment
and software leases entered into by the
Authentidate segment and by DJS from borrow-
ings on its line of credit. The current balance on this
fine of credit is approximately $878,000.

During the fiscal year ended June 30, 2003, interest
and other income increased to $572,481 as

compared to $180,360 for the fiscal year ended June
30, 2002. This $392,121 increase was primarily due
to amounts we received as compensatory pay-
ments from various funding sources due to the
events of September 11, 2001 as our subsidiary,
Authentidate, Inc., maintains its headquarters in
lower Manhattan.

Product development expenses, excluding capital-
ized costs, primarily relate to software develop-
ment for the Authentidate Segment. These costs
were $2,534,777 and $2,170,173 for the years ended
June 30, 2003 and 2002, respectively. We have a
policy of capitalizing qualified software develop-
ment costs after technical feasibility has been
established and amortizing those costs over three
years as cost of sales. The amortization expense of
software development costs amounted to approxi-
mately $1.1 million for each of the years ended June
30, 2003 and 2002.

Fiscal Year 2002 Compared to Fiscal Year 2001

We realized a consolidated net loss of $9,951,402
($.69 per share) and $9,340,103 ($.63 per share) for
the fiscal years ended June 30, 2002 and 2001,
respectively. Consolidated net sales totaled
$16,642,904 and $17,860,544 for the fiscal years
ended June 30, 2002 and 2001, respectively.

The sales decrease is due to a decrease in sales
from our DJS Marketing, Inc. (DJS) subsidiary,
where sales decreased from $11,620,407 to
$9,871,923 during the fiscal year ended June 30,
2002. Offsetting this decrease were improved
sales in our DocStar Division, where sales
increased from $6,239,579 to $6,719,803. Our
Authentidate subsidiaries, including Trac Medical
and Authentidate International, had sales of
$51,178 through June 2002,

Sales declined in DJS for two reasons. The primary
reason is a change in business strategy as DJS
sold a greater volume of hardware on an indirect
sales model, where the sale is passed on to the
manufacturer and DJS receives a fee. The gross
margin is essentially the same as with a direct
sales approach, but DJS can reduce inventory lev-
els and has lower bad debt risks. The second rea-



Management’s Discussion and Analysis of
Financial Condition and Results of Operation

son for the decrease in sales by DJS is the reces-
sionary pressures confronting the technology
industry in DJS’ market area. We cannot quantify
the exact effect these pressures have contributed
to the sales decline. DocStar sales increased due
to increased demand for its document imaging
products, as well as due to the release of a new ver-
sion of the software which operates the DocStar
unit, Version 3.0.

The consolidated net loss increase is mainly
attributable to losses incurred by our Authentidate
and Trac Medical subsidiaries. Please see footnote
17, “Segment Reporting,’ in the consolidated finan-
cial statements. The segment profit for DJS was
$96,801 and the segment profit for DocStar was
$287,859. The Authentidate business line, which
includes Authentidate, Inc., Authentidate
International AG and Trac Medical Solutions, Inc.,
incurred significant selling, general and adminis-
trative expenses in the process of building a team
of experienced managers and professionals and
developing a market for their products. Major
expenses include compensation and benefits,
professional fees, public relations, amortization,
rent, advertising and marketing. Authentidate
International revenue is only included subsequent
to March 15, 2002, the date our acquisition was con-
summated. The Authentidate segment loss was
$5,723,055. Corporate expenses also increased due
to a reduction in interest income.

Consolidated gross profit for the fiscal years
ending June 30, 2002 and 2001 was $4,552,369 and
$3,677,008, respectively. This increase is due to the
sales increase of DocStar discussed above. The
consolidated profit margin was 27% and 21% for the
years ending June 30, 2002 and 2001, respectively.
Gross profit margin is defined as gross profit as a
percentage of sales. The increase in gross profit
margin is due to DocStar, which realized a gross
profit margin of 54% for the current fiscal year com-
pared to 37% fast year. The increase is due to sales
volume increases, component cost reductions and
increased efficiencies in assembly.

Selling, genesral and administrative expenses
(S,G&A) consist of all of our other expenses except
product development expenses and interest.

S,G&A expenses amounted to $11,470,073 and
$11,950,719 for the twelve months ended June 30,
2002 and 2001, respectively. The decrease is mainly
due to the Authentidate businesses which have
been controlling costs in an effort to reduce the
cash flow burn rate. DJS S5,G&A expenses
decreased slightly during the same period. DocStar
S,G&A expenses increased by approximately
$600,000 during the fiscal year ended June 30, 2002.
The parent company also incurred a corporate non-
cash expense of $518,000 for stock compensation
expense as a result of the stock conversion to
Authentidate Holding Corp. As a percentage of
sales, S,G&A costs were 69% and 67% for the years
ended June 30, 2002 and 2001, respectively.

Interest expense was $124,824 and $124,816 for the
years ended June 30, 2002 and 2001, respectively.
Our borrowing levels remained relatively constant
during these periods and interest rates remained
unchanged on our long term debt.

Product development expenses, excluding capital-
ized costs, relate to software development for our
Authentidate businesses and for DocStar. These
costs totaled $2,170,173 and $1,221,639 for the years
ended June 30, 2002 and 2001, respectively. The
increase is due to product development of the
Authentidate business segments. We have a policy
of capitalizing qualified software development
costs after technical feasibility has been estab-
lished and amortizing those costs over three years
as cost of sales.

Liguidity and Capital Resources

Our primary sources of funds to date have been the
issuance of equity securities and the incurrence of
third party debt. The principal balance of long-term
debt at June 30, 2003 totaled $1,549,940, of which
$1,281,700 relates to a mortgage foan on our princi-
pal office located in Schenectady, New York and
$268,240 relates to a note payable to our Chief
Executive Officer in connection with the purchase
of 100 shares of Series A Preferred Stock. We also
have long-term convertible debentures in the
aggregate principal amount of $6,425,300, net of
debt discount of $3,108,485 at June 30, 2003.




Our DJS subsidiary has a $2.5 Million revolving line
of credit with a financial institution which is collat-
eralized by all assets of DJS and which we agreed
to guarantee. The agreement restricts DJS from
making cash advances to AHC without obtaining a
waiver from the financial institution. The interest
rate is prime plus 1.75% with a minimum prime rate
of 7%. DJS may borrow on this line based on a for-
mula of qualified accounts receivable and invento-
ry. The outstanding balance on this line of credit
was $877,863 at June 30, 2003.

Property, plant and equipment expenditures totaled
$283,903 and capitalized software development
expenditures totaled $296,197 for the year ended
June 30, 2003, respectively. There are no significant
purchase commitments outstanding.

In June 1999, we completed construction of a new
office and production facility in Schenectady, New
York for approximately $2,300,000, which was
financed with a $1,000,000 grant from the Empire
State Development Corporation (an agency of New
York state) and a mortgage loan from a local finan-
cial institution. The grant stipulates that we are
obligated to achieve certain annual employment
levels between January 2002 and January 2005 or
some or all of the grant will have to be repaid. We
have not achieved the agreed upon employment
levels to date and are currently in negotiations with
the state agency to modify the grant to lower the
required employment levels. We expect to repay a
percentage of the grant to the agency in considera-
tion for this modification. No assurances can be
given that we will either attain the currently
required employment levels or obtain the state
agency’s agreement to lower these levels. In the
event some or all of the grant will be required to be
repaid, we will either seek refinancing from a finan-
cial institution, sell the building or pay the grant off
out of cash reserves.

During the fiscal year ended June 30, 2003, we
incurred a net loss of $9,839,309. Cash used in oper-
ating activities totaled $5,189,117 for the year ended
June 30, 2003 compared to $6,056,427 used in oper-
ating activities for the year ended June 30, 2002.
Our cash balance increased from $2,269,353 to
$3,460,446 from June 30, 2002 to June 30, 2003 due to

private financings, which was offset by our operat-
ing losses. As described below, during the fiscal
year ended June 30, 2003, we consummated three
separate private placements of our securities and
received a net aggregate amount of approximately
$8,100,000 from such transactions. Further, subse-
quent to June 30, 2003, we completed a transaction
for the sale of an additional $2,470,000 of convert-
ible debentures and a separate transaction for the
sale of $500,000 of our common stock.

A portion of our cash balance of $3,460,446, howev-
er, secures the outstanding line of credit held by
DJS and DJS would need to obtain the consent
from the lender prior to advancing funds to AHC.
Further, our accumulated deficit has increased
from $42,999,497 at June 30, 2002 to $53,062,512 at
June 30, 2003.

To date, we have been largely dependent on our
ability to sell additional shares of our common
stock or other securities to fund our operating
deficits. Under our current operating plan to intro-
duce our Authentidate technology, our ability to
improve operating cash flow is highly dependent on
the market acceptance of our Authentidate related
businesses. If we are unable to attain projected
sales levels for our Authentidate, Authentidate
International and Trac Medical offerings, it may be
necessary to raise additional capital to fund our
operations and to meet our obligations.

There is no assurance that such funding will be
available, if needed. As a result of net losses
incurred during fiscal 2003, we reduced our work-
force. 1f we are unable to raise additional capital
necessary to fund operations for fiscal 2004 and are
unable to attain projected sales levels for
Authentidate and related products, then we will
implement additional cost reduction strategies in
early fiscal 2004, including the possible shutdown
or reduction of operations at Authentidate,
Authentidate International or Trac Medical, as well
as reductions in corporate expenses (including
salary, marketing, professional fees and other
costs). In the event we are required to shut down or
reduce operations at Authentidate, Authentidate
International and/or Trac Medical, goodwill approx-
imating $11,600,000 could potentially become
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impaired and result in a non cash charge to opera-
tions. Our available cash balance at June 30, 2003
totaled $3,460,446. We believe that our existing cash
and cash equivalents, inctuding the funds raised in
September 2003, will be sufficient to meet our work-
ing capital and capital expenditure requirements
for at least the next twelve months.

During the quarter ended March 31, 2003, we
acquired the remaining outstanding shares of capi-
tal stock of our subsidiary, Trac Medical Solutions,
Inc., previously held by four other shareholders.
Prior to the acquisition, we owned 85.8% of the out-
standing stock of Trac Medical. As a result of the
acquisition, we now own 100% of Trac Medical.
Pursuant to the Stock Purchase Agreement dated
as of March 13, 2003, we issued an aggregate of
130,000 shares of our common stock to the sellers,
and also issued to the sellers who will continue as
employees of Trac Medical 20,000 options to pur-
chase shares of common stock at an exercise price
equal to the closing price of our common stock as
of the closing date of the transaction. In addition,
these sellers may receive up to an aggregate
amount of 75,000 additional shares of our common
stock in the event that Trac Medical achieves cer-
tain sales and income performance targets during
the twelve month period from October 1, 2002 to
September 30, 2003. Upon achievement of each per-
formance target, we will recognize compensation
expense for such additional shares based on the
fair value of the shares issued. Additional bonus
options of up to 390,000 in fiscal year 2004 and
525,000 in fiscal year 2005 may be granted if certain
sales and income performance targets are met in
these years. Upon achievement of these perform-
ance targets, the bonus options will be issued to
the employees at an exercise price equal to the fair
value of our common stock on the grant issuance
date. In addition, the sellers agreed to place an
aggregate of 52,000 shares of the common stock
issued to them into a six month escrow to provide
for potential breaches of representations and war-
ranties contained in the Stock Purchase
Agreement regarding the financial condition and
operations of Trac Medical. The parties completed
the transaction effective on March 18, 2003. The
acquisition does not have a material effect upon
our financial condition.

In April 2003, the audit committee of our Board of
Directors approved our plan to purchase all of the
outstanding Series A Preferred Stock from our
Chairman and Chief Executive Officer. Qur Series
A Preferred Stock provides the holder with the abil-
ity to elect a majority of our Board of Directors. We
agreed with our Chief Executive Officer on a total
purchase price for this transaction of $850,000
which represents a discount as compared to the
appraised value of the shares of Series A Preferred
Stock of $1.1 million, which was determined by an
independent appraisal and valuation firm. Qur
Board ordered this valuation prior to agreeing upon
the purchase price for the shares of Series A
Preferred Stock. The purchase was consummated
in June 2003. At the closing, $70,000 was paid in
cash, $485,000 was offset against loans owed to us
by our Chief Executive Officer and the remainder
will be paid in monthly installments of $15,000, with-
out interest, which payments commenced July 2003.

During the fiscal quarter ended September 30, 2002,
we consummated a private placement of our secu-
rities pursuant to Rule 4(2) of the Securities Act of
1933, as amended, and/or Rule 506 promulgated
thereunder. The securities offered have a purchase
price of $3.03 per unit. We sold an aggregate of
660,077 units of our securities, each unit comprised
of one share of common stock and one warrant to
purchase .20 shares of common stock. The warrants
are exercisable at $3.26 per share for a period of five
years from the date of issuance. We received an
aggregate of approximately $1,955,000 in net
proceeds after payment of expenses. The proceeds
were used to fund business development, market-
ing and sales efforts for the Authentidate software
services, along with our general working capital
needs. A registration statement filed with the
U.S. Securities and Exchange Commission was
declared effective by the Commission during the
quarter ending December 31, 2002 for these shares
and the underlying warrant shares.

On January 8, 2002, we announced that we had
entered into a letter of intent to acquire the assets
of Zylab International, Inc., a privately owned
company based in Germantown, Maryland for
shares of AHC common stock. The letter of intent
contemplated that the purchase price will range




between a minimum of 725,000 and a maximum of
1,000,000 shares of AHC common stock. Pursuant
to the letter of intent, we loaned to Zylab an aggre-
gate principle amount of $500,000, which loan was
collateralized by all of the assets of Zylab, includ-
ing its intellectual property. As of June 30, 2002,
Zylab had defaulted on the notes. On September
23, 2002, we closed on a transaction pursuant to
which our loan was repaid on the following terms.
Zylab made payment to us of $350,000 in cash and
$50,000 in prepaid license fees for a product
DocStar licenses from Zylab. The remaining
$100,000, which was reserved for in fiscal 2002, was
written-off during the fiscal year ended June 30,
2003. Accordingly, our planned acquisition of Zylab
has been cancelled. We have utilized the entire
amount of the prepaid licenses.

In October 2002, we sold convertible debentures
with a face value of $3,700,000 to institutional
investors and warrants to purchase 444,000 shares
of common stock. The debentures are convertible
into shares of our common stock at an initial con-
version price of $2,50 per share. The debentures are
due three years from the date of issuance and
accrue interest at the rate of 7% per annum, payable
quarterly in arrears. At our option, the interest may
be paid in either cash or additional shares of com-
mon stock. The warrants are exercisable for a peri-
od of four years from the date of issuance and are
initially exercisable at $2.50 per share. The conver-
sion price of the debentures and the exercise price
of the warrants are subject to adjustment in the
event we issue common stock or securities con-
vertible into common stock at a price per share of
common stock less than the conversion price or
exercise price on the basis of a weighted average
formula. In addition, the conversion price of the
debentures and the exercise price of the warrants
are subject to adjustment at any time as the result
of any subdivision, stock split, combination of
shares or recapitalization.

We have an option, but not a requirement, to sell
another $2,470,000 of convertible debentures to the
same investors provided that our common stock
maintains a trading price at or above $3.00 per
share for the 15 trading days preceding the election
to sell additional debentures. Subsequent to June

30, 2003, we exercised this option and completed
the transaction for the sale of an additional
$2,470,000 of convertible debentures on September
12, 2003.

Subsequent to our completion of the September 12,
2003 sale of $2,470,000 of convertible debentures
and 247,000 warrants to the same investor group
that participated in our October 2002 placement, we
completed the sale of $500,000 of our common stock
and warrants to purchase 50,000 shares of common
stock to an additional investor. The securities
issued in this transaction are subject to a twelve
month fock-up period during which the investor
may not sell or otherwise transfer the securities.

In May 2003, we completed a similar sale of con-
vertible debentures in the amount of $2,725,300 and
warrants to purchase 419,279 shares of common
stock to certain institutional and accredited
investors. The debentures are convertible into
shares of our common stock at an initial conversion
price of $2.60 per share. The debentures are due
three years from the date of issuance and accrue
interest at the rate of 7% per annum, payable quar-
terly in arrears. At our option the interest may be
paid in either cash or additional shares of common
stock. The warrants are exercisable for a period of
five years from the date of issuance; 50% of the
warrants are initially exercisable at $2.60 per share,
and the remaining 50% of the warrants are initially
exercisable at $2.86 per share. The conversion price
of the debentures and the exercise price of the war-
rants are subject to adjustment at any time as the
result of subdivision, stock split, combination of
shares or recapitalization.

Mr. J. David Luce, who serves as a non-executive
member of our Board of Directors, participated in
this financing and purchased $250,000 aggregate
principal amount of convertible debentures and
received 38,462 common stock purchase warrants.
Further, J&C Resources, LLC, an entity affiliated
with Mr. Charles C. Johnston, who also serves as a
non-executive member of our Board of Directors,
purchased $250,000 aggregate principal amount of
convertible debentures and received 38,462 com-
mon stock purchase warrants in this financing. In
addition, Greener Fairways, Inc., an entity that is
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currently a beneficial owner of in excess of 5% of
our common stock participated in this financing,
purchasing $250,000 aggregate principal amount of
convertible debentures and receiving 38,462 com-
mon stock purchase warrants.

The securities sold in the above offerings were
restricted securities under the terms of Regulation
D and may not be transferred or resold for a period
of one year, except pursuant to registration under
the Securities Act or an exemption hereunder.
Except for the two transactions completed in
September 2003, registration statements have

been filed with and declared effective by the
Securities and Exchange Commission registering
the shares of common stock underlying the deben-
tures and the warrants. We are obligated to file a
registration statement covering the shares of com-
mon stock issuable or issued in the September
financings pursuant to registration rights agree-
ments entered into with the investors.

The following is a summary of the contractual com-
mitments associated with our debt and lease obli-
gations, as well as our purchase commitments as of
June 30, 2003:

Payment due by period A
Less than More than
Contractual Ohligations Total 1 year 1-3 years 3-5 years 5 years
Long-term Debt Obligations | $ 1,549,940 $ 218,811 $ 176,134 $ 103,605 | $ 1,051,390
Capital Lease Obligations 198,076 112,522 80,445 5,109 0
Operating Lease Obligations 1,795,275 611,125 1,044,283 139,867 0
Purchase Obligations N/A N/A N/A N/A N/A
Convertible Debentures 6,425,300 0 3,700,000 2,725,300 0
&al $ 9,968,591 $942,458 | $5,000,862 | $2,973,831 | $ 1,051 ,SQ(U

The above takle excludes the sale of $2,470,000 of convertible debentures which occurred on September
12, 2003. These debentures are payable in full in September 2006.




We are the defendant in a third party complaint
filed by Shore Venture Group, LLC in Federal
District Courtin Pennsylvania.The third party com-
plaint was filed against us on May 7, 2001. Shore
Venture is the defendant to an action commenced
by Berwyn Capital. The third party complaint
alleges a claim for breach of contract and seeks
indemnification. A trial was held in October 2002
and we are currently awaiting the verdict of the
judge. Management believes that the claim will not
have a material adverse impact on our financial
condition, results of operations or cash flows,

We have also been advised of a claim by Shore
Venture Group concerning additional shares of the
common stock of our subsidiary, Authentidate, Inc.
We are continuing to conduct settlement negotia-
tions with Shore Venture in an effort to resolve all
claims between the parties. Based on the settle-
ment negotiations held between the parties to
date, management believes that the resolution of
all of our claims with Shore Venture will not have a
materially adverse effect on our financial condition,
results of operations or cash flows.

In May 2001 we consummated two financings under
Regulation S, which resulted in our receipt of an
aggregate of $5,500,000 in gross proceeds. In these
transactions we sold a total of 5,500 shares of our
newly created Series C convertible preferred stock
and warrants to purchase 114,000 shares of our
common stock, The Series C preferred stock is con-
vertible into common stock at a conversion price of
$4.845 per share and the warrants are exercisable at
$4.845 per share for a period of five years from the
date of issuance. The conversion price is not sub-
ject to any resets or adjustment for changes in the
market price of our common stock. The Series C
preferred stock also pays an annual 4% dividend,
payable in cash or stock at our election, until con-
version or redemption.

We received an aggregate of approximately
$5,200,000 in net proceeds after payment of com-
missions and expenses. The proceeds of these
transactions were used to increase the business
development, marketing and sales efforts for the
Authentidate services, along with our general
working capital needs.

The transactions were completed under Regulation
S of the Securities Act of 1933, as amended, and the
securities sold in the offering are deemed restrict-
ed securities under Regulation S,

We registered for resale, effective as of July 8, 2002,
the shares of common stock which may be:

® issued upon the conversion of the Series C
preferred stock;

e paid as dividends on the Series C
preferred stock; and

¢ issued upon the exercise of the warrants.

Off-Balance Sheet Arrangements

We have not created, and are not party to, any spe-
cial-purpose or off-balance sheet entities for the
purpose of raising capital, incurring debt or operat-
ing parts of our business that are not consolidated
into our financial statements. We do not have any
arrangements or relationships with entities that
are not consolidated into our financial statements
that are reasonably likely to materially affect our
liquidity or the availability of our capital resources.

Effects of Inflation and Changing Prices

The impact of general inflation on our operations
has not been significant to date and we believe
inflation will continue to have an insignificant
impact on us. However, price deflation in the major
categories of components we purchase for
DocStar has been substantial and is anticipated to
continue through fiscal 2003. Typically, new compo-
nents such as new generations of microprocessors
and new optical disk drive technologies etc. are
introduced at premium prices, by its vendors.
During this period, we earn lower margins on our
products. As the life cycle progresses competitive
pressures could force vendor prices down and thus
improve our profit margins. We do not believe that
competitive pressures will require us to lower our
DocStar selling price. Because much of DJS's
business is service-related, price deflation has
less of an impact on DJS’s profits. We do not
believe that the impact of inflation will have a sig-
nificant impact on our Authentidate business lines.

"
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New Accounting Pronouncements

In May 2003, the Financial Accounting Standards
Board (FASB) issued FAS No. 150, Accounting for
Certain Financial Instruments with Characteristics
of both Liabilities and Equity. This Standard estab-
lishes how an issuer classifies and measures cer-
tain financial instruments with characteristics of
both liabilities and equity. This standard becomes
effective for any financial instruments entered into
or modified after May 31, 2003. We do not expect the
adoption of FAS No. 150, to have a material effect
on our financial statements.

In April 2003, the FASB issued FAS No. 149,
Amendment of Statement 133 on Derivative
instruments and Hedging Activities. This
Statement amends and clarifies financial account-
ing and reporting for derivative instruments, includ-
ing certain derivative instruments embedded in
other contracts (collectively referred to as deriva-
tives) and for hedging activities entered into after
June 30, 2003 under FAS No. 133, Accounting for
Derivative Instruments and Hedging Activities. We
do not expect the adoption of FAS No. 149 to have a
material effect on our financial statements.

In January 2003, the FASB issued FASB
Interpretation No, 46 (FIN 46), Consolidation of
Variable Interest Entities. This interpretation gives
guidance that determines whether consolidation of
aVariable Interest Entity is required and is effective
for all variable interest entities with which we
become involved beginning in February 2003, and all
pre-existing entities beginning after June 15, 2003.
We do not expect the adoption of FIN 46 to have a
material effect on our financial statements.

In December 2002, the FASB issued FAS No. 148,
Accounting for Stock Based Compensation-
Transition and Disclosure, an amendment of FAS
No. 123. This Statement amends FAS No. 123,
Accounting for Stock-Based Compensation, to pro-
vide alternative methods of transition for a volun-
tary change to the fair value based method of
accounting for stock-based employee compensa-
tion. In addition, this Statement amends the disclo-
sure requirements of Statement 123 to require
prominent disclosures in both annual and interim

financial statements about the method of account-
ing for stock-based employee compensation and
the effect of the method used on reported results.
The Statement has varying effective dates com-
mencing with interim periods beginning after
December 15, 2002. We have adopted the disclosure
requirements of FAS No, 148.

In November 2002, the FASB issued FAS
interpretation No. 45 (FIN 45), Guarantor's
Accounting and Disclosure Requirements for
Guarantees, Including Guarantees of Indebtedness
of Others. FIN 45 requires that upon issuance of a
guarantee, the guarantor must recognize a liability
for the fair value of the obligation it assumes under
that guarantee.The initial recognition and measure-
ment should be applied on a prospective basis to
guarantees issued or modified after December 31,
2002. Disclosure requirements are effective for
financial statements of both interim and annual
periods that end after December 15, 2002. We have
no guarantees to unaffiliated third parties so the
adoption of FIN 45 had no impact on our financial
statements.

In June 2002, the FASB issued FAS No. 146,
Accounting for Costs Associated with Exit or
Disposal Activities. This Standard addresses the
recognition, measurement and reporting of costs
that are associated with exit or disposal activities.
FAS No. 146 is effective for exit or disposal activi-
ties that are initiated after December 31, 2002. The
adoption of FAS No. 146 had no impact on our finan-
cial statements.

Quantitative & Qualitative Disclosures about Market Risk

We do not believe that any of our financial instru-
ments have significant risk associated with market
sensitivity. Our exposure to financial market risks
from changes in foreign currency exchange rates
has been minimal to date and we are only minimal-
ly impacted by changes in interest rates. However,
in the future, we may enter into transactions denom-
inated in non-U.S. currencies or increase the level
of our borrowings, which could increase our expo-
sure to these market risks. We have not used, and
currently do not contemplate using, any derivative
financial instruments.




Market for Common Equity and Related Stockholder Matters

Upon the effectiveness of our public offering on
May 13, 1992, our common stock commenced trad-
ing in the over-the-counter market and was listed
on the SmallCap Market of the NASDAQ Stock
Market under the symbol “BTWS.” On August 11,
1994, our common stock commenced trading on the
Boston Stock Exchange under the symbol “"BTW.”
On June 25, 1996, we withdrew our listing on the
Boston Stock Exchange. On April 24, 1996, our com-
mon stock commenced trading on the Pacitic Stock
Exchange. In April, 2000 we commenced trading on
the NASDAQ National Market. On February 2, 2001,
we withdrew our listing on the Pacific Stock
Exchange. Our common stock currently trades
under the symbol “ADAT.”

The following is the range of high and low closing
prices for our common stock on the NASDAQ
National Market for the periods indicated below:

Fiscal Year 2003
1st Quarter $ 4.10 $ 1.40
2nd Quarter 4.47 1.15
3rd Quarter 4.05 1.80
4th Quarter 3.80 1.83
Fiscal Year 2002
1st Quarter -~ 5.30 2.30
2nd Quarter 4.98 3.50
3rd Quarter 5.24 1.90
4th Quarter 5.85 3.12
Fiscal Year 2001
1st Quarter 6.688 3.875
2nd Quarter 6.0625 3.25
3rd Quarter 5.375 2.938
4th Quarter 6.31 3.93
" y,

The above quotations represent prices between
dealers and do not include retail mark-ups, mark-
downs, or commissions, and do not necessarily
represent actual transactions.

As of September 8, 2003, there were approximately
546 holders of record of our common stock. We
believe there are more than 500 beneficial holders
of our common stock.

Dividend Policy

We have not paid any dividends upon our common
stock since our inception. We do not expect to pay
any dividends upon our common stock in the fore-
seeable future and plan to retain earnings, if any,
to finance the development and expansion of our
business. Further, our Certificate of Incorporation
authorizes our Board of Directors to issue pre-
ferred stock with a preferential right to dividends.
We are obligated to pay dividends on certain of our
outstanding shares of preferred stock as follows:

® 28,000 presently outstanding shares of our Series
B preferred stock which have the right to receive
dividends equal to an annual rate of 10% of the
issue price payable on a semi-annual basis; and

¢ 3,100 presently outstanding shares of our Series
C preferred stock which have the right to receive
dividends equal to 4% of the issue price on an
annual basis payable in either cash or shares of
our common stock, at our discretion.

Sales of Unregistered Securities

Sale of Debentures and Warrants in May 2003

On May 29, 2003, we completed the sale of a private
financing in the amount of $2,725,300 of our securi-
ties to accredited investors pursuant to Section
4(2) of the Securities Act of 1933, as amended and
Regulation D, promulgated thereunder. One
investor in this financing serves as a non-executive
member of our Board of Directors and a second
investor is an affiliate of another non-executive
member of our Board of Directors. We received net
proceeds of approximately $2,600,000, atter paying
finders' fees and expenses. The proceeds received
from this transaction are being used for working
capital and general corporate purposes.

In the transaction, we sold $2,725,300 of convertible
debentures and warrants to purchase an aggregate
of 419,279 shares of common stock. The debentures
are convertible into shares of our common stock at
an initial conversion rate of $2.60 per share. The
debentures are due three years from the date of
issuance and accrue interest at the rate of 7% per
annum, payable quarterly in arrears. At our option,

13
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the interest may be paid in either cash or addition-
al shares of common stock. The warrants are exer-
cisahle for a period of five years from the date of
issuance; 50% of such warrants are initially exercis-
able at $2.60 per share and the remaining warrants
are initially exercisable at $2.86 per share.

We also issued five year warrants to purchase an
aggregate of 36,923 shares of our common stock to
three consultants for services rendered in connec-
tion with this transaction, of which 50% are exercis-
able at $2.60 per share and 50% are exercisable
at $2.86 per share. The consultants also received
a cash fee of $96,000, equal to 6% of the gross
proceeds we received from the issuance of deben-
tures and warrants to certain of the investors.
The warrants issued to the consultants are on
terms substantially similar to the warrants issued
o the investors.

Acquisition of Trac Medical Solutions, Inc.

As reported in our Quarterly Report on Form 10-Q
for the quarter ended March 31, 2003, we issued an
aggregate of 130,000 shares of our common stock
and 20,000 options to purchase shares of common
stock in connection with our acquisition of the
outstanding minority interest of this subsidiary.
in addition, the sellers may receive up to an aggre-
gate amount of 75,000 additional shares of our com-
mon stock in the event that Trac Medical Solutions
achieves certain performance targets during the
2003 calendar year.

Private Placements

As reported in our Quarterly Report on Form 10-Q
for the quarter ended December 31, 2002, on
October 25, 2002, we sold $3,700,000 of convertibie
debentures to three institutional investors and war-
rants to purchase an aggregate of 444,000 shares of
our common stock. We also issued to consultants
for services rendered in connection with this trans-
action five year warrants to purchase an aggregate
of 86,863 shares of our common stock and a total
cash fee of $222,000. This offering was made to cer-
tain accredited investors pursuant to Section 4(2)
of the Securities Act of 1933, as amended and
Regulation D, promulgated thereunder.

As reported in our Quarterly Report on Form 10-Q
for the quarter ended September 30, 2002, in
August, 2002 we consummated a private place-
ment of our securities pursuant to Rule 4(2) of the
Securities Act of 1933, as amended, and/or Rule
506 promulgated thereunder. In this offering we
sold a total of 660,077 units of our securities and
received an aggregate of $2,000,035 in gross pro-
ceeds. Each unit consisted of one share of common
stock and one warrant to purchase .20 shares of
common stock.

Warrants to Consultants

During the fiscal year ended June 30, 2003, we
issued warrants to purchase shares of our common
stock to consuitants as follows. In connection with
a consulting agreement entered into with Wolfe
Axelrod & Weinberger Associates, LLC, we issued
warrants to purchase 200,000 shares of our common
stock. These warrants are exercisable at a per share
price of $3.10 until September 30, 2006. In connec-
tion with a consulting agreement entered into with
John A. Stiles & Associates, LLC, we issued war-
rants to purchase 10,000 shares of our common
stock. These warrants are exercisable at a per share
price of $3.77 until October 23, 2005.




Report of Independent Auditors

PRICEWATERHOUSE(COPERS

To the Board of Directors and Shareholders
Of Authentidate Holding Corp.:

In our opinion, the accompanying consolidated balance sheets and the related
consolidated statements of operations, shareholders' equity and cash flows present
fairly, in all material respects, the financial position of Authentidate Holding Corp. and
its Subsidiaries at June 30, 2003 and 2002, and the results of their operations and their
cash flows for each of the three years in the period ended June 30, 2003 in conformity
with accounting principles generally accepted in the United States of America. These
financial statements are the responsibility of the Company’s management; our
responsibility is to express an opinion on these financial statements based on our
audits. We conducted our audits of these statements in accordance with auditing stan-
dards generally accepted in the United States of America, which require that we plan
and perform the audit to obtain reasonable assurance about whether the financial
statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by manage-
ment, and evaluating the overall financial statement presentation. We believe that our
audits provide a reasonable basis for our opinion.

Pmmmi’o&:u&(wrm L

September 5, 2003, except for Note 22,
as to which the dates are September 12,
2003 and September 22, 2003
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Authentidate Holding Corp. and Subsidiaries

Consolidated Balance Sheets
June 30, 2003 and 2002

Assets
Current assets:

Cashand cashequivalents . ........ ... .. ... ... . . . . . . . .

Accounts receivable, net of allowance for doubtful accounts

of $460,740 and $609,185 on June 30, 2003 and 2002 ...........
Duefromrelated parties . ... e
IVENtONES . o
Notereceivalile . ... . . i
Prepaid expenses and other currentassets . ... ... . o i
Total currentassets .. ... ... ...

Property and equipment, net . ... ... ... e

Other assets:
Software development costs, net of accumulated amortization

of $3,659,589 and $2,556,824 on June 30, 2003 and 2002 ........
GOOOWIll oo e
Investment in affiliated companies . ......... ... o
Patent costs, net . .. ..
Other intangible assets .. ... ... ... o i
Note receivable ... ...
Deferred financingfees . .. ... o
Other assets .. oo e e

Total @ssets . . .o

Liabilities and Shareholders’ Equity
Current liabilities:

Accounts payable . ... ... L
Accrued expenses and other current liabilities .. ... ... .. L
Current portien of obligations under capital leases . .. . ............... ...
Current portion of long-termdebt ... ... ... ... ...
Lineafcredit ... ... e e
Incometaxespayable ... ... ... L

Total current liabilities ... ... ...

Convertible debentures .. .. .. ... e
Longtermdebt, net . . ... ..
Deferred grant ... ...
Obligations under capital leases, net of current portion ... ................ ...

Total liabilities . . ...

Commitments and contingencies:

Shareholders’ equity:
Preferred stock $.10 par value, 5,000,000 shares authorized;

Series A — 100 shares issued and outstanding at June 30, 2002 ..... ...

Series B ~ 28,000 shares issued and outstanding at June 30, 2003

and June 30,2002 . ... ...

Series C — 3,600 shares issued and outstanding at June 30, 2003

and 4,000 shares issued and outstanding at June 30,2002 ..........

Common stock, $.001 par value; 40,000,000 shares authorized;
20,388,174 shares issued and outstanding at June 30, 2003 and

19,308,594 shares issued and outstanding at June 30,2002 .........
Additional paid-incapital . . ... ... .. .
Accumulated deficit ... ... .

Currency translation adjustment ... ... ... .. L
Otherequity . ... .. o
Total shareholders' equity .. ....... ... . .

Total liabilities and shareholders’ equity . ....................

The accompanying notes are an integral part of the consolidated financial stafements.

2003

$ 3,460,446

3,642,221
2,279
193,101

69,248
7,367,295
3,764,846

355,082
12,795,501

277,406
189,479

268,935
27,296

$25,045,840

$ 1,436,943
2,772,710
112,520
218,811
877,863

24843

5,443,690
3,316,815
1,331,129
1,000,000
85,556
11,177,190

2,800

360

20,388
66,916,663
(63,062,512)
13,877,699

(9,049)

13,868,650
$25,045,840

2002

$ 2,269,353

4,222,472
27444
479,702
197,287
123,766
7,320,024

4,008,525

1,161,650
12,439,145
294,427
235,789
258,766
302,713

30,547

$26,051,986

$ 1,899,786
1,932,034
88,827
35,747
1,753,394
17.800
5,727,588

1,281,768
1,000,000

97,296
8,106,652

10
2,800

400

19,309
61,376,632
(42,999,497)
18,399,654
b3,111
(507,431)
17,945,334

$26,051,986




Authentidate Holding Corp. and Subsidiaries

Consolidated Statements of Operations
Years Ended June 30, 2003, 2002 and 2001

2003 2002 2001
Net sales:
Productsales . ....... . ... . .. $ 24,143,959 $ 15,135,663 16,472,754
Servicesales ... ... ... 1,142,512 1,507,241 1,387,790
Totalnetsales ............. ... ... ... ..... 25,286,471 16,642,904 17,860,544
Cost of sales:
Products .. ... 18,575,474 11,398,458 13,536,309
SBIVICES © v ot 594,362 692,077 647,137
Totalcostofsales .. ...... ... ... ... ... ... 19,169,836 12,090,535 14,183,446
Grossprofit ...... ... ... ... ... ... ... ... .. 6,116,635 4,552,369 3,677,098
Selling, general and administrative expenses .. . ............ 12,600,901 11,470,073 11,950,719
Product development expenses ... ... ... .. .. 2,534,777 2,170,173 1,221,639
Total operating expenses . ... ... ..., 15,135,678 13,640,246 13,172,358
Lossfromoperations ........ ... ... ... ..., (9,019,043) (9,087,877) (9,495,260)
Other income (expense):
Interest and otherincome ... ........ .. ... ..., 572,481 180,360 399,996
Interest expense . ....... ... . (871,856) (124,824) (124,816)
Equity in net loss of affiliated companies . ............ (514,427) (958,783) (104,023)
(813,802) (903,252) 171,157
Loss hefore income taxes .. .................. (9,832,845) (9,991,129) (9,324,103)
InCOme tax Xpense .. ... ... i (6,464) (14,119) (16,000)
Loss hefore minority interest . .. ... . ........... {9,839,309) (10,005,248) (9,340,103)
Minority interest .. . ... .. — 53,846 —
Netloss . ........... ... ............. $ (9,839,309) $  (9,951,402) (9,340,103)
Per share amounts:
Basic and diluted loss per commonshare ............. $ (50) $ (.69) (.63)

The accompanying notes are an integral part of the consolidated financial statements.
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Authentidate Holding Corp. and Subsidiaries

Consolidated Statements of Shareholders’ Equity
Years Ended June 30, 2003, 2002 and 2001

ComprehensiD

Preferred Stock Common Stock Total
Number $.10 Par Number $.001 Par Paid-in Accumulated Other Treasury Translation | Shareholders’ Income
of Shares Value of Shares Value Capital Deficit Equity Stock Adjustment quity (Loss}
Bala : e 30, 2000 50,200 $ 5,020 14,421,758 $ 14,422 $ 38,740,271 | $ (21,715,176) | $ $(76,719) | $ $16,967,818 $
Exercise of stock warrants 459,516 459 1,584,087 1,584,546
Exercise of stock options 316,626 317 198,775 159,092
Retire treasury shares (28,082) (28) 28 {76.719) 76,719 —
Convert preferred stock
to common stock (2,000 (200) 26,667 26 174 —
Purchase of an equity
interest in Authentidate, Inc. 917,608 918 4,243,019 4,243,337
Private equity offerings 5,500 550 5,204,308 5,204,858
Retire preferred shares {100} (10) 10 —
Warrants for
non-employee services 204,042 204,042
Costs of registration (32,474) (32,474)
Stock option compensation 1,380,694 (517,760) 862,934
Warrants issued to joint
venture partner 111,849 111,849
Cash dividends to Series B
preferred shareholders (151,667) (151,667}
Loan to shareholder (317,000 (317,000)
Net loss (9,340,103) (9,340,103) 9,340,103
Bala e e 30, 200 53,600 5,360 16,114,093 16,114 51,634,783 (31,283,665) (834,760) — 14,537,832 9,340,103
Exercise of stock warrants 1,109,517 1,110 1,574,520 1,575,630
Exercise of stock options 31,999 32 80,296 80,328
Convert preferred stock
to common stock (21,500) (2,150) 576,263 576 1,574 —
Purchase of Authentidate AG 1,425.875 1,426 6,393,881 6,395,307
Warrants for services 74,572 74,572
Cost to register
common shares (66,943) {66,943)
Stock option compensation 517,760 517,760
Cash and stack dividends to
Series B and Series C
preferred shareholders 50,847 51 219,947 (300,428) (80,430)
Loan to executive (190,431) (190,431)
Currency transtation
adjustment 53,111 53.111 53,111
Beneficial conversion 1,464,002 (1,464,002) —
Net loss {9,851,402) (9,951,402) (9,951,402)
Balance e 30, 200 32,100 3,210 19,308,594 19,308 61,376,632 (42,999,497) (507,431) — 53,111 | $17,945,334 % (9,898,291)
Exercise of stock warrants 3,000 3 3,297 3,300
Exercise of stock options 94,257 94 209,440 209,534
Convert Series C preferred
stock to common stock (400) (40) 82.560 82 (42) —
Warrants for services 256,283 256,283
Cost to register
commeon shares (64,672) (64,672)
Cash and stock dividends to
Series B and Series C
preferred shareholders 61,996 62 155,921 (223,706) (67,723)
Repayment of note
receivable - shareholder 507,431 507,431
Currency translation
adjustment (62,160) (62,160) | & (62,160)
Buy back Series A
preferred shares (100) (10 (849,990) (850,000)
Offering expenses (85,000) (85,000
Private equity offering 660,077 660 1,999,375 2,000,035
Convertible debenture interest
paid in common shares 47,690 48 143,618 143,666
Debt discount related to
issuance of convertible
debentures, net of insuance
costs ($163,968) 3433931 3,433,931
Purchase minority interest,
Trac Medical 130,000 130 337,870 338,000
Net loss (9,839,309 (9,839,309) (9,839,309)
Balance, June 30, 2003 31,600 $ 3,160 20,388,174 $ 20,388 $ 66,916,663 | $ (53,062,512) | $ — $ — |3 (9,049) | $13,868,650 § (9,801,469)

The accompanying notes are an integral part of the consolidated financial statements.




Authentidate Holding Corp. and Subsidiaries
Consolidated Statements of Cash Flows "
Years Ended June 30, 2003, 2002 and 2001
2003 2002 2001

Cash flows from operating activities
Netloss .« .o i e e e $ (9,839,309) $ (9,951,402) $ (9,340,103)
Adjustments to reconcile net loss to net cash
used in operating activities

Depreciation and amortization . ............... ... 1,886,085 1,690,382 1,814,278
Provision for doubtful accounts receivable . ... ........ 58,688 53,965 152,711
Equity in net loss of affiliated companies . . . ... ..... .. 514,427 958,788 104,023
Amortization deferred financing costs and debit discount . . 537,172 — —
Interest paid instock . ......... ... .. ... .. ... 143,666 — —
Non-cash compensation and other . ... ............ 160,154 709,950 1,066,976

Changes in operating assets and liabilities,
net of business acquired:

Accounts receivable and due from related parties . . . . 596,728 (642,299) 539,750
INVERTONIES . v o v oo et e e e 286,601 320,702 1,551,983
Prepaid expenses and other current assets . ... .. .. 54,518 87,618 516,000
Accounts payable, accrued expenses and
other current liabilities . . . .. ............. 405,110 698,700 2,186,627
INCOMEtaxes . . .. vv et i 7,043 17,169 16,104
Net cash used in operating activities ...... (5,189,117) (6,056,427) (1,391,651)
Cash flows from investing activities
Purchases of property and equipment . ............... (283,903) (556,598) (893,181)
Trademarks acquired . ... . ... ... (31,775) (42,673) (27,114)
Patent and licensecosts . .. ....... ... ... ... (62,005) (174,240) (47,985)
Software developmentcosts . ......... ... .. ... ... (296,197) (346,331) (2,764,678)
Notereceivable .. ... ... ... ... .. ... . .. . . 350,000 (500,000) —
Investment in affiliated companies .. .............. ... (220,000) (385,568) (250,000)
Acquisition of business, net of cash acquired . ... .. ... ... — 58,078 —_
Other . .. e (97,999) (33,678) (4,149)
Net cash used in investing activities . ... ... (641,879) (1,981,010) (3,987,107)
Cash flows from financing activities
Proceeds from private equity offering ... ....... ... ... 1,955,035 — 5,204,858
Stock warrants exercised . ... ... oo 3,300 1,575,630 1,584,546
Stock options exercised .. ... ... . 209,535 80,328 199,092
Dividends . .. ... .. ... (35,000) (104,525) (151,667)
Sale of convertible debentures,
net of issuance costs ($163,968) . . .............. 6,261,332 — —
Principal payments on obligations under capital leases . .. .. (121,935) (47,920) (3,300)
Loan to shareholder, net of repayments . .............. — (190,431) (317,000)
Payment of registration costs . ...... ... ... ... ... (64,672) (66,943) (32,474)
Net payments under lineof credit ... ......... ... ... (875,531) — —
Deferred financingcosts .. ... ... . . o o, (142,000) — —
Principal payments on long-termdebt . ............... {35,815) (32,926) (30,327)
Purchase Series A preferred shares . .. . ... . ... ... ... (70,000) — —
Net cash provided by financing activities ... 7,084,249 1,213,213 6,453,728
Effect of exchange rate changesoncashflows .............. (62,160) 53,111 —
Net increase (decrease) in cash and cash equivalents .. ....... 1,191,093 (6,771,113) 1,074,970
Cash and cash equivalents, beginning of period ... .......... 2,269,353 9,040,466 7,965,496
Cash and cash equivalents, end of period ................ $ 3,460,446 $ 2,269,353 $ 9,040,466

The accompanying notes are an integral part of the consolidated financial statements.
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Authentidate Holding Corp. and Subsidiaries

Notes to Consolidated Financial Statements
For the Years Ended June 30, 2003, 2002 and 2001

1. Summary of Significant Accounting Policies

Description of Business and Business Continuity

Authentidate Holding Corp. (AHC) and its subsidiaries Authentidate, Inc., Authentidate International,
AG (AG), DJS Marketing Group, Inc. (DJS), and Trac Medical Solutions, Inc. (Trac Med), collectively
referred to as the “Company”, are engaged in the following businesses. Through its DocStar Division the
Company markets and sells document imaging software and related products. Through DJS the Company
markets network integration services, Internet services and related computer hardware. Authentidate,
Inc., AG and Trac Med are all engaged in the business of providing authentication and security software
services.

In June 1999, AHC established a majority owned subsidiary Authentidate, Inc. (Authentidate), to engage
in a new software business providing users with a service which can verify the authenticity of digital
images by employing a secure ciock that will date stamp the images when received providing proof of
time, date and also proof of content via the Internet.

In 2001, the Company formed a subsidiary named Trac Medical Solutions, Inc., to develop and provide
authentication software services in the medical supply industry, for the processing of Certificates of
Medical Necessity and other related forms.

Iin March 2000, Authentidate, Inc. formed a joint venture known as Authentidate International Holdings,
AG, with a German company, Windhorst New Technologies, Agi.G., to market Authentidate in countries
outside of the Americas, Japan, Australia, New Zealand and India. AHC owned 39% of this joint venture
originally. In March 2002, the Company purchased the 61% of Authentidate AG that it did not own in order
to secure worldwide rights for the marketing of the Authentidate technology. Prior to consolidation
(March 2002), the Company’s share of net losses of AG under the equity method of accounting for fiscal
year ended June 30, 2002 was $625,282.

In May 2001, the Company became a 50% owner in a joint venture known as Authentidate Sports (Sports)
with outside partners to provide the same Authentidate services in the sports memorabilia industry.
During fiscal 2003, the Company and its partner closed Sports and discontinued operations. The Company
may revive Sports in the event they are able to attract a partner in the sports memorabilia industry. The
Company's share of net losses in this joint venture in 2003 approximated $515,000.

During the fiscal year ended June 30, 2003 the Company incurred a net loss of $9,839,309, and cash used
in operating activities totaled $5,189,117.To date, the Company has been largely dependent on its ability
to sell additional shares of its common stock or other financing to fund its operating deficits. Under its
current operating plan to introduce the new Authentidate technology, the Company’s ability to improve
operating cash flow is highly dependent on the market acceptance of the Authentidate related business-
es. If the Company is unable to attain projected sales levels for Authentidate, AG and Trac Med, it may be
necessary to raise additional capital to fund operations to meet its obligations.




Description of Business and Business Continuity (continued)

There is no assurance that such funding will be available, if needed. As aresult of netlosses incurred dur-
ing fiscal 2003, the Company reduced its workforce (Note 12). If the Company is unable to raise addition-
al capital necessary to fund operations for fiscal 2004 and is unable to attain projected sales levels for
Authentidate and related products then it will implement additional cost reduction strategies in early fis-
cal 2004, including the possible shutdown or reduction of operations at Authentidate, AG, orTrac Med, as
well as reductions in corporate expenses (including salary, marketing, professional fees and other costs).
In the event the Company is required to shut down or reduce operations at Authentidate, AG and/for Trac
Med, goodwill approximating $11,600,000 could potentially become impaired and result in charges to oper-
ations. The Company's available cash balance at June 30, 2003 totaled $3,460,446. The Company believes
that its existing cash and cash equivalents which include the funds raised in September 2003 (Note 22)
will be sufficient to meet its working capital and capital expenditure requirements for at least the next
twelve months.

Purchase 100 Interest of Authentidate International, AG.

In March 2002, the Company purchased 61% of the outstanding shares of Authentidate AG which it did not
already own, and as a result, now owns 100% of AG. The Company issued 1,425,875 common shares and
issued 100,000 common stock warrants to the sellers. The sellers also returned 250,000 outstanding war-
rants to the Company as part of the transaction. The aggregate fair value of equity consideration to con-
summate the acquisition approximated $6,400,000. The acquisition was recorded under the purchase
method of accounting and the operations of AG have been included in the statement of operations since
the acquisition date of March 15, 2002.

Purchase Minority Interest of Trac Medical Solutions, Inc.

During the quarter ended March 31, 2003, AHC acquired the remaining outstanding shares of capital stock
of its subsidiary, Trac Medical Solutions, Inc., previously held by four other shareholders. Prior to the
acquisition, AHC owned 85.8% of the outstanding stock of Trac Med. As a result of the acquisition, AHC
now owns 100% of Trac Med. Pursuant to the Stock Purchase Agreement dated as of March 13, 2003, AHC
issued an aggregate of 130,000 shares of its common stock to the sellers, and also issued to the sellers
who will continue as employees cf Trac Med 20,000 options to purchase shares of common stock at an exer-
cise price equal to the closing price of AHC's common stock as of the closing date of the transaction. In
addition, the sellers who will continue as employees of Trac Med may receive, up to an aggregate amount
of 75,000 additional shares of common stock of AHC in the event that Trac Med achieves certain sales and
income performance targets during the twelve month period from October 1, 2002 to September 30, 2003.
Upon achievement of each performance target, the Company will recognize compensation expense for
such additional shares based on the fair value of the shares issued. Additional bonus options of up to
390,000 in fiscal year 2004 and 525,000 in fiscal year 2005 may be granted if certain sales and income per-
formance targets are met in these years upon achievement of the performance targets, such options will
be issued to the certain employees at an exercise price equal to the fair value of the Company’'s common
stock on the grant issuance date. In addition, the sellers agreed to place an aggregate of 52,000 shares of
the AHC common stock issued to them into a six month escrow to provide for the potential breaches of
representations and warranties contained in the Stock Purchase Agreement regarding the financial con-
dition and operations of Trac Med. The parties completed the transaction effective on March 18, 2003. The
acquisition does not have a material effect upon the financial condition of AHC.
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Authentidate Holding Corp. and Subsidiaries

Notes to Consolidated Financial Statements
For the Years Ended June 30, 2003, 2002 and 2001

Purchase Minority Interest of Authentidate, Inc.

In fiscal year ended June 30, 2001, the Company issued 917,608 shares of Authentidate Holding Corp. com-
mon stock (valued at approximately $4,200,000) to acquire approximately 25% of the outstanding shares
not owned by AHC of Authentidate, Inc. As of June 30, 2003, the Company owns approximately 98%
of Authentidate, Inc. The acquisition of the minority interest has been accounted under the purchase
method of accounting. The excess purchase price which approximates $4,200,000 was being amortized
over a 5-year period. Beginning July 1, 2001, the Company no longer amortizes goodwill (see “Goodwill").

In connection with the aforementioned transaction, the Company's CEO was granted options to acquire
444,668 shares of Company common stock with an intrinsic value of approximately $1,380,000, which was
expensed during the fiscal years ended June 30, 2001 and June 30, 2002.

Principles of Consolidation

The consolidated financial statements include the accounts of AHC and its subsidiaries. The accounts of
the subsidiaries have been consolidated since the acquisition date. Alt material intercompany balances
and transactions have been eliminated in consolidation.

Cash Equivalents

The Company considers all highly liquid debt instruments with original maturities not exceeding three
months to be cash equivalents. At June 30, 2003 and 2002, cash equivalents were composed primarily of
investments in commercial paper and overnight interest bearing deposits.

Inventories
Inventories are stated at the lower of cost or market and are valued at average cost.

Property and Equipment
Property and equipment are stated at cost. Depreciation and amortization are determined using the
straight-line method. Estimated useful lives of the assets range from three to forty years.

Repairs and maintenance are charged to expense as incurred. Renewals and betterments are capitalized.
When assets are sold, retired or otherwise disposed of, the applicable costs and accumulated deprecia-
tion or amortization are removed from the accounts and the resulting gain or loss, if any, is recognized.

Software Development Costs

Software development and modification costs incurred subsequent to establishing technological feasi-
bility are capitalized and amortized based on anticipated revenue for the related product with an annual
minimum equal to the straight-line amortization over the remaining economic life of the related products
(generally three years). Software development costs capitalized during 2003, 2002 and 2001 amounted to
approximately $296,000, $346,000 and $2,765,000, respectively. Amortization expense related to software
development costs for the years ended June 30, 2003, 2002 and 2001 was $1,102,765, $1,087,293 and
$1,033,646, respectively. These expenses are included in cost of sales.



Goodwill

Effective July 1, 2001, the Company applied FAS No. 142, Goodwill and Other Intangible Assets. FAS 142
changed the accounting for goodwill from an amortization method to an impairment-only approach. Prior
to July 1, 2001, goodwill was amortized on a straight-line basis over periods ranging from 5 to 20 years.
Goodwill amortization expense for the year ended June 30, 2001 was not material to the Company’s finan-
cial statements.The adoption of FAS 142 on July 1, 2001 did not result in an impairment of goodwill.

The Company periodically reviews goodwill to assess recoverability, and impairments would be recog-
nized in operating results if a permanent diminution in value were to occur. The Company completed annu-
al impairment tests, as required. These tests did not result in any impairment charges. The changes in the
carrying amount of goodwill for the year ended June 30, 2003 are as follows:

DJS Authentidate AG TracMed Total

Balance, June 30, 2001 3 1,173,665 $ 4,102,471 $ $ $ 5,276,136
Reclass to patents

based on valuation (120,000) (120,000)
Purchase 61% of AG 6,709,801 6,709,801
Reclassification of

39% of AG 573,208 573,208
Balance, June 30, 2002 1,173,665 3,982,471 7,283,009 12,439,145
Acquisition of

minority interest 338,000 338,000
Changes in carrying

amount of goodwill 5,100 5,100 8,156 18,365

Balance, June 30, 2003 $ 1,178,765 $ 3,987,571 $ 7,291,165 $ 338,000 $ 12,795,501

Income Taxes

Deferred tax assets and liabilities are recognized for the future tax consequences attributable to differ-
ences between the financial statement carrying amounts of existing assets and liabilities and their
respective tax bases. Deferred tax assets and liabilities are measured using enacted tax rates expected
to apply to taxable income in the years in which those temporary differences are expected to be recovered
or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income
in the period that includes the enactment date.

Revenue Recognition and Warranty Provisions

Revenue from the sale of products and services is recognized when persuasive evidence of an arrange-
ment exists, delivery has occurred, the selling price is fixed and coliectibility is reasonably assured.
Service revenue is recognized as it is earned. The Company provides a one-year warranty on hardware
products it assembles. On products distributed for other manufacturers, the original manufacturer war-
ranties the product. Warranty expense was not significant to any of the years presented.
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Authentidate Holding Corp. and Subsidiaries

Notes to Consolidated Financial Statements
For the Years Ended June 30, 2003, 2002 and 2001

Stock-Based Compensation

The Company has also adopted the disclosure requirements of Financial Accounting Standard No. 123,
Accounting for Stock-Based Compensation (FAS No. 123) and FAS No. 148 with respect to pro forma dis-
closure of compensation expense for options issued. For purposes of the pro forma disclosures, the fair
value of each option grant is estimated on the grant date using the Black-Scholes option-pricing model.
Had the Company recorded compensation expense for the fair value of stock options, net loss and loss
per share would have been affected as indicated by the pro forma amounts below.

The Company applies APB No. 25 in accounting for its stock option plans and, accordingly, no compen-
sation cost has been recognized in the Company’s financial statements for stock options under any of the
stock plans which on the date of grant the exercise price per share was equal to or exceeded the fair value
per share. However, compensation cost has been recognized for warrants granted to non-employees for
services provided. If under FAS No. 123, the Company determined compensation cost based on the fair
value at the grant date for its stock options, net loss and loss per share would have been increased to the
pro forma amounts indicated below:

2003 2002 2001

Net loss

Asreported ... oo i $ (9,839,309) 3 (9,951,402) $ (9,340,103)

Deduct: total stock based employee

compensation expense determined

under fair value method ................ (1,981,504) (4,480,325) (3,529,170)

Proforma ............ccoovii it $ (11,820,813) $ (14,431,727) $ (12,869,273)
Basic and diluted loss per share - - -

Asreported ... i $ (.50) 3 (.69) $ (.63)

Proforma .............ccovviiiiiiin, $ (.59) 3 (.95) $ (.86)

The weighted average fair value of each option granted under the Company’s employee option plans dur-
ing fiscal 2003, 2002 and 2001 was $.60, $1.11 and $2.90, respectively. These amounts were determined
using the Black Scholes option-pricing model, which values options based on the stock price at the grant
date, the expected life of the option, the estimated volatility of the stock, expected dividend payments and
the risk-free interest rate over the expected life of the option. The dividend yield was zero in 2003, 2002 and
2001. The expected volatility was based on the historic stock prices. The expected volatility was 95.3%,
89.6% and 91.6% for 2003, 2002 and 2001, respectively. The risk-free interest rate was the rate available on
zero coupon U.S. government issues with a term equal to the remaining term for each grant. The risk-free
rate ranged from 3.0% to 5.1% in 2003, 4.4% to 5.1% in 2002 and 5.1% in 2001, respectively. The expected life
of the options was estimated based on the exercise history from previous grants and is estimated to be
one to five years.

The effects of applying FAS 123 on providing pro-forma disclosures are not necessarily likely to be rep-
resentative of the effects on reported net income for future years.




New Accounting Pronouncements

In May 2003, the Financial Accounting Standards Board (FASB) issued FAS No. 150, Accounting for
Certain Financial Instruments with Characteristics of both Liabilities and Equity. This Standard establishes
how an issuer classifies and measures certain financial instruments with characteristics of both liabili-
ties and equity. This standard becomes effective for any financial instruments entered into or modified
after May 31, 2003. The Company does not expect the adoption of FAS No. 150, to have a material effect on
its financial statements.

In April 2003, the FASB issued FAS No. 149, Amendment of Statement 133 on Derivative Instruments and
Hedging Activities. This Statement amends and clarifies financial accounting and reporting for derivative
instruments, including certain derivative instruments embedded in other contracts (collectively referred
to as derivatives) and for hedging activities under FAS No. 133, Accounting for Derivative Instruments and
Hedging Activities entered into after June 30, 2003. The Company does not expect the adoption of FAS No.
149 to have a material effect on its financial statements.

In January 2003, the FASB issued FASB Interpretation No. 46 (FIN 46), Consolidation of Variable Interest
Entities. This interpretation gives guidance that determines whether consolidation of a Variable Interest
Entity is required and is effective for all variable interest entities with which the Company becomes
involved beginning in February 2003, and all pre-existing entities beginning after June 15, 2003. The
Company does not expect the adoption of FIN 46 to have a material effect on its financial statements.

In December 2002, the FASB issued FAS No. 148, Accounting for Stock Based Compensation-Transition
and Disclosure —an amendment of FAS No. 123.This Statement amends FAS No. 123, Accounting for Stock-
Based Compensation, to provide alternative methods of transition for a voluntary change to the fair value
based method of accounting for stock-based employee compensation. In addition, this Statement amends
the disclosure requirements of Statement 123 to require prominent disclosures in both annual and inter-
im financial statements about the method of accounting for stock-based employee compensation and the
effect of the method used on reported results. The Statement has varying effective dates commencing
with interim periods beginning after December 15, 2002. The Company has adopted the disclosure require-
ments of FAS No. 148.

In November 2002, the FASB issued FAS Interpretation No. 45 (FIN 45), Guarantor's Accounting and
Disciosure Requirements for Guarantees, Including Guarantees of Indebtedness of Others. FIN 45 requires
that upon issuance of a guarantee, the guarantor must recognize a liability for the fair value of the obliga-
tion it assumes under that guarantee. The initial recognition and measurement should be applied on a
prospective basis to guarantees issued or modified after December 31, 2002. Disclosure requirements are
effective for financial statements of both interim and annual periods that end after December 15, 2002. The
Company has no guarantees to unaffiliated third parties so the adoption of FIN 45 had no impact on the
Company's financial statements.

In June 2002, the FASB issued FAS No. 146, Accounting for Costs Associated with Exit or Disposal Activities.
This Standard addresses the recognition, measurement and reporting of costs that are associated with
exit or disposal activities. FAS No. 146 is effective for exit or disposal activities that are initiated after
December 31, 2002. The adoption of FAS No. 146 had no impact on the Company’s financial statements,
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Authentidate Holding Corp. and Subsidiaries

Notes to Consolidated Financial Statements
For the Years Ended June 30, 2003, 2002 and 2001

Advertising Expenses
The Company recognizes advertising expenses as incurred. Advertising and promotion expense for 2003,
2002 and 2001 was approximately $461,000, $454,000 and $835,000, respectively.

Currency Translation Adjustment

Assets and liabilities of non-U.S. operations are translated at year-end rates of exchange, and the income
statements are translated at the average rates of exchange for the year. Gains or losses resulting from
translating non-U.S. currency financial statements are recorded in “Comprehensive Income™ and accu-
mulated in shareholders’ equity in the caption “Translation Adjustments.”

Use of Estimates :

Management of the Company has made a number of estimates and assumptions relating to the reporting
of assets and liabilities and the disclosure of contingent assets and liabilities to prepare these consoli-
dated financial statements in conformity with accounting principles generally accepted in the United
States of America. Actual results could differ from those estimates.

Reclassifications

It is the Company's policy to reclassify, where appropriate, prior year financial statements to conform to
the current year presentation.

2. Loss Per Share

The following is basic and diluted loss per common share information:

2003 2002 2001
NEt 10SS v e $ (9,839,309) 3 (9,951,402) $ (9,340,103)
Preferred stock dividends . ........coiviiiiiiiiiii (223,706) (1,764,430) (151,667)
Net loss applicable to common shareholders . ............. 3 (10,063,015) $ (11,715,832) $ (9,491,770)
Weighted averageshares............................... 20,028,736 17,035,030 15,013,135
Basic and diluted loss per common share ................. 3 (.50 3 (.69) 3 (.63)

Options (5,003,117), warrants (3,968,539), convertible preferred stock (1,243,034) and convertible deben-
tures (2,528,192) were antidilutive to the fiscal year 2003 calculation of dilutive loss per share, and were
accordingly excluded from the calculation. Options (5,280,000), warrants (2,685,000) and convertible pre-
ferred stock (1,190,000) were antidilutive to the fiscal year 2002 calculation and options (4,325,000), war-
rants (2,908,000) and convertible preferred stock (1,775,000) were antidilutive to the fiscal year 2001 calcu-
lation, and were accordingly excluded from the respective calculations.



3. Inventotries

Inventories relate to DocStar and DJS only and at June 30 consist of:

2003 2002
Purchased components and raw materials .................. $ 63,115 3 317,772
Finishedgoods ... ... i i 129,936 161,930
$ 193,101 $ 479,702
4. Property and Equipment
Property and equipment at June 30 consist of the following:
2003 2002 Estimated
Useful Life
In Years
Building ... 3 1,618,640 $ 1,618,640 40
Land o 698,281 698,281 N/A
Machinery and equipment ....... ... ... e e 3,494,683 3,145,986 3-6
Demonstration and rental computers ................... 125,732 125,732 56
Furniture and fixtures ... .o i e s 651,522 594,309 5-7
Leasehold improvements . ........... o 50,069 48,393 5
6,638,927 6,231,841
Less accumulated depreciation and amortization ......... (2,874,081) (2,222,9186)

$ 3,764,846  § 4,008,925

In June 1999, the Company completed construction of a new office/production facility in Schenectady,
New York for approximately $2,300,000. The Company was awarded a grant totaling $1,000,000 from the
Empire State Development Corporation (an agency of New York State) to be used towards the construc-
tion of the facility. The funding was received in stages as costs were incurred and submitted for reim-
bursement. The grant stipulates that the Company is obligated to achieve certain annual employment lev-
els at the new site between January 1, 2002 and January 1, 2005, or some or all of the grant will have to be
repaid. The Company has not achieved the agreed upon employment levels to date, but would like to
achieve such levels by 2005. The $1,000,000 is recorded as deferred grant. The remainder of the financing
for the new facility, totaling approximately $1,400,000, was provided by a local financial institution in the
form of a mortgage loan (Note 7).

Depreciation and amortization expense on property and equipment for the years ended June 30, 2003, 2002
and 2001 was $661,870, $553,615 and $377,832, respectively.
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5. Accrued Expenses and Other Current Liabilities

Accrued expenses and other current liabilities consist of the following at June 30:

2003 2002
ACCIUBH SBVEIANCE .t vttt e e i e $ 405,065 3 —
Accruedlegal ... . e 500,000 577,964
Deferred revenue ... e i e 738,166 250,612
O her o e s 1,129,479 1,103,458

$ 2,712,710 § 1,932,034

6. Line of Credit

The Company’s subsidiary, DJS has a revolving line of credit in the amount of $2.5 million with a financial
institution of which approximately $878,000 was outstanding at June 30, 2003. The interest rate is prime
{minimum prime rate of 7%) plus 1.75%. At June 30, 2003, the interest rate was 8.75%. DJS may borrow on
this line based on a formula of qualified accounts receivable and inventory. Based upon this formula,
$1,614,000 was available for use at June 30, 2003, of which $736,000 was unused. The line was collateral-
ized by all assets of DJS and is guaranteed by Authentidate Holding Corp. Under the line of credit agree-
ment, DJS is required to comply with certain restrictive covenants including tangible net worth and debt
to tangible net worth. As of June 30, 2003, the Company was in compliance with its debt covenants.




1. Long-term Debt

Long-term debt at June 30 consists of the following:

2003 2002
Mortgage payable with Central National Bank in the original amount of
$1,400,000 with interest, adjusted every five years, equal to the five-year
Treasury Bill rate plus 2.5%, not to be less than 8.25% (8.25% at June 30,
2003). Payments are made on a 20 year amortization schedule with a
balloon payment due in October 2009, when it matures. The mortgage is
collateralized by a first mortgage lien on the Company’s headquarters. $ 1,281,700 $ 1,317,515
Note payable to the Company's Chief Executive Officer in connection
with the purchase of 100 shares of Series A preferred stock. 268,240 —
1,549,940 1,317,515
Less current portion (218,811) (35,747}
Long-term debt, net of current portion $ 1,331,129 $ 1,281,768

The aggregate principal maturities of long-term debt for each of the subsequent five years and there-
after are as follows:

2004 e e e e e e $ 218,811
2000 L e e e e e e e e s 130,381
2008 . e e e e e 45,753
2007 L e e e e e e 49,674
2008 ..t e e e e e 53,931
B T=10 =1 = PN 1,051,390

$ 1,549,940

This schedule does not include convertible debentures of $6,425,300 maturing in fiscal year 2006 (Note 18).
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8. Income Taxes

Income tax expense for the years ended June 30, 2003, 2002 and 2001 consists of currently payable state
and local income taxes.

At June 30, 2003, the Company has federal net operating loss carryforwards for tax purposes approximat-
ing $45,000,000. The years in which the net operating loss carryforwards expire are as follows: 2003-$3,000;
2004-$6,000; 2008-$1,568,000; 2009-$867,000; 2011-$2,762,000; 2012-$686,000; 2013-$3,197,000; 2019-$1,350,000;
2020-$7,698,000; 2021-$9,900,000, 2022-$8,000,000 and 2023-$9,000,000.

Because of significant changes in ownership during the prior years, the use of net operating loss carry-
forwards may be subject to limitation.

Pre-tax book (loss) from foreign sources totaled $(1,544,741), $(1,216,209) and $(99,455) for the years
ended June 30, 2003, 2002 and 2001, respectively.

The following table reconciles the expected tax benefit at the federal statutory rate of 34% to the effec-
tive tax rate.

2003 2002 2001
Computed expected tax benefit ........................ $ (3,343,167) $ (3,396,984) $ (3,170,195)
Increase in valuation allowance ........................ 3,465,936 3,922,113 3,008,814
Nondeductible goodwill amortization ................... —_ — 136,770
Adjustment to prioryears'taxes ........... ... ..ol — — 20,871
State income taxes, net of federal benefit ............... (659,832) (727,225) 10,560
Nondeductible foreignlosses ................. ... .. ..., 525,212 200,915 —
Other nondeductible expenses ..........c.cvvviiiieinn 18,315 15,300 9,180
INCOME taX BXPENSE . oottt $ 6,464 $ 14,119 $ 16,000




The tax effects of temporary differences that give rise to deferred tax assets and deferred tax liabilities
as of June 30 are presented below:

2003 2002
Deterred income tax asset:
Allowance for doubtfulaccounts . .................... $ 122,069 $ 174,062
Inventories .. ... i e e e 73,984 221,467
Software developmentcosts ...............c ... 884,118 612,047
Investment in affiliated companies ................... 292,521 407,025
Otherintangibleassets ...........viv i, 1,292,697 1,648,655
Deferred compensation ....... ..o, 482,558 485,018
Accrued expenses and other liabilities ................ 444971 253,897
Net operating loss and tax carry forward .............. 18,318,194 14,614,860
(0] 13T 2,808 1,107
Total gross deferred tax assets ................ 21,913,920 18,418,138
Less valuationallowance . .................. ... .. ... (21,761,661) (18,295,725)
Net deferredtaxasset ...............ccvviun, 152,259 122,413
Deferred income tax liability:
Equipment, principally due to differences
in depreciation methods ........................ (152,259) (122,413)

Net deferred incometaxes .................... $ —_— $ —

The Company has recorded a full valuation allowance against its deferred tax asset since it believes it is
more likely than not that such deferred tax asset will not be realized. The valuation allowance for deterred
tax assets as of June 30, 2003 and 2002 was $21,761,661 and $18,295,725, respectively. The net change in the
total valuation allowance for the years ended June 30, 2003, 2002 and 2001 was an increase of $3,465,936,
$3,922,113 and $3,008,814, respectively.
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9. Lease Commitments

The Company is obligated under operating leases and capital leases for certain equipment and facilities
expiring at various dates through the year 2007.

As of June 30, 2003, future minimum payments by year, and in the aggregate for noncancelable operating
leases with initial terms of one year or more consist of the following:

Capital Leases Operating Leases
Fiscal year ending June 30:

2004 e e $ 136,901 $ 611,125

2005 i e e e e e 75,724 571,333

2006 L e e 15,230 472,950

2007 . e e e e 5,373 139,867

233,228 $ 1,795,275

Amounts representing interest ............. ..o oo (35,152) -
Present value of net minimum lease payments ................. 198,076
Less current portion ...t e e e (112,520)
Long-term portion . ... e e $ 85556

Rental expense was approximately $516,000, $345,000 and $272,000 for the years ended June 30, 2003, 2002
and 2001, respectively. The amount of accumulated depreciation for capital leases at June 30, 2003 and 2002
was $92,560 and $29,513, respectively. The equipment financed by these capital leases may bhe purchased
at the end of the lease for a bargain purchase amount.

10. Preferred Stock

The Board of Directors is authorized to issue shares of preferred stock, $.10 par value per share, from time
to time in one or more series. The Board may issue a series of preferred stock having the right to vote on
any matter submitted to shareholders including, without limitation, the right to vote by itself as a series,
or as a class together with any other or all series of preferred stock. The Board of Directors may deter-
mine that the holders of preferred stock voting as a class will have the right to elect one or more additional
members of the Board of Directors, or the majority of the members of the Board of Directors. The Board
of Directors has designated a series of preferred stock which has the right to elect a majority of the Board
of Directors. The holders of Series A preferred stock which have the right to elect a majority of the Board
of Directors are therefore able to control the Company'’s policies and affairs.

In June 2003, the Company purchased all of the Series A preferred stock (100 shares) from its Chief
Executive Officer for $850,000. Payment terms are as follows: $70,000 in cash was paid, $485,000 was off-
set against loans owed to the Company by its Chief Executive Officer, and the remainder will be paid in
monthly instaliments of $15,000 commencing July 2003, interest free (Notes 13 and 19).




11. Stock Option Plans and Stock- Warrants

A) 2000 and 1992 Employees Stock Option Plans

In March 2001, the shareholders approved the 2000 Employees Stock Option Plan (“the 2000 Plan”) which
provided for the grant of options to purchase up to 5,000,000 shares of the Company's common stock.
The Company’s shareholders were asked to adopt the 2000 Plan since there were no additional shares
available for issuance under the 1992 Plan and the 1992 Plan expired in 2002. In 2001, the Company filed a
registration statement with the SEC to register the shares issued under the 2000 Plan.

The 1992 Employees Stock Option Plan (the “1992 Plan”) provided for the grant of options to purchase
3,000,000 shares of the Company's common stock.

Under the terms of the two Plans, options granted thereunder may be designated as options which qual-
ify for incentive stock option treatment (“ISO”) under Section 422 of the Internal Revenue Code, or
options which do not so qualify (“non-1SOs").

The Plans are administered by a Compensation Committee designated by the Board of Directors. The
Compensation Committee is comprised entirely of outside directors. The Board or the Committee, as the
case may be, has the discretion to determine eligible employees and the times and the prices at which
options will be granted, whether such options shall be ISOs or non-1SOs, the period during which each
option will be exercisable and the number of shares subject to each option. Options generally begin to
vest one year after the date of grant. Vesting generally occurs one-third per year over three years. Options
generally have a life of five years. The Board or the Committee has full authority to interpret the Plans and
to establish and amend rules and regulations relating thereto. Under the two Plans, the exercise price of
an option designated as an ISO may not be less than the fair market value of the Company’'s common
stock on the date the option is granted. However, in the event an option designated as an ISO is granted
to aten percent shareholder, the exercise price shall be at least 110% of such fair market value. The aggre-
gate fair market value on the grant date of shares subject to options which are designated as ISOs which
become exercisable in any calendar year, shall not exceed $100,000 per optionee.

The Board or the Committee may in its sole discretion grant bonuses or authorize loans to or guarantee
loans obtained by an optionee to enable such optionee to pay any taxes that may arise in connection with
the exercise or cancellation of an option. As of June 30, 2003, no loans had been granted or guaranteed.
Loans may not be granted or guaranteed to executive officers.
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The 1992 Plan expired May 2002 and the 2000 Plan will expire in the year 2010.

» Weighted

Number of Average Option

Shares Price per share

Qutstanding at June 30,2000 ... ottt e i e 2,186,173 5.67

Options granted equalto marketprice ...t an, 1,863,532 4,93

Options granted lower than marketprice ........... ... vt 444,668 1.52

Options exercised ... i i e e e (61,733) 293

Options cancelled orsurrendered .. ... ... it (247,935) 5.86

Outstanding at June 30,2001 . ... ... i i i e 4,184,705 4.93

Options granted equal to market price ............. ... ... ..., 1,313,875 4.22

Options granted lower than marketprice ............ ... ... ... ... 151,500 .01

Options exercised ... e (21,999) 2.27

Options cancelled or surrendered ... .. i i (507,732) 7.50

Qutstanding at June 30,2002 .. .. ... i it i i e e 5,120,349 $ 4.48

Options granted equal to marketprice .........c v, 459,075 3.15

Options granted greater than marketprice ............. ..oy 373,667 3.21

Options cancelled orsurrendered ......... ... i, (1,046,526) 4.06

Options exercised ... it i i e e e (63,448) 2.04

Outstanding at June 30,2003 . ... ... o i i e 4,843,117 $ 438
The following is a summary of the status of employee stock options at June 30, 2003:

Qutstanding Options Exercisable Options

Weighted Average Weighted Weighted

Exercise Remaining . Average Average

Price Range Number Contractual Life Exercise Price Number  Exercise Price

$ 01- $4.60 2,818,442 3.3 $3.36 1,365,877 $2.99

$4.61- $9.125 2,024,675 2.4 $5.80 1,513,225 $5.98

As of June 30, 2003 and 2002, 2,879,102 shares and 2,840,122 shares, respectively, were exercisable under

the 2000 and 1992 Employees Stock Option Plan.




B) Non-Executive Director Stock Option Plan

In January 2002, our shareholders approved the 2001 Non-Executive Director Stock Option Plan (the 2001
Director Plan). Options are granted under the 2001 Director Plan until December 2011 to (i) non-executive
directors as defined and (ii) members of any advisory board established by the Company who are not full-
time employees of the Company or any of its subsidiaries. The 2001 Director Plan provides that each non-
executive director will automatically be granted an option to purchase 20,000 shares upon joining the
Board of Directors and 10,000 on each September 1st thereafter, prorated based upon the amount of time
such person served as a director during the period beginning twelve months prior to September 1. Each
eligible director of an advisory board will receive, upon joining the advisory board, and on each September
1st thereafter, an additional option to purchase 5,000 shares of the Company’s common stock, providing
such person has served as a director of the advisory board for the previous 12-month period.

The Company’s shareholders were asked to adopt the 2001 Director Plan since the 1992 Non-Executive
Director Stock Plan (the 1992 Director Plan) expired in April 2002. Under the 1992 Director Plan, which was
adopted by our shareholders in April 1992, directors were automatically granted a fully vested option to
purchase 20,000 shares upon joining the Board of Directors and a fully vested option to purchase 10,000
shares on each September 1 thereafter.

The exercise price for options granted under-the 2001 and. 1992 Director Plans is 100% of the fair market
value of the common stock on the date of grant. The “fair market value” is the closing NASDAQ bid price,
or if the Company’'s common stock is not quoted by NASDAQ, as reported by the National Quotation
Bureau, Inc., or a market maker of the Company’s common stock. If the common stock is not quoted by any
of the above, the Board of Directors acting in good faith will determine fair market value. The exercise price
of options granted under both the 2001 and 1992 Director Plans must be paid at the time of exercise in cash.
The term of each option commences on the date it is granted and unless terminated sooner, as provided
in the 2001 and 1992 Director Plans, expires five years from the date of grant. The 2001 and 1992 Director
Plans are administered by a committee of the board of directors composed of not fewer than three persons
who are officers of the Company (the “Committee”). The Committee has no discretion to determine which
non-executive director or advisory board member will receive options or the number of shares subject to
the option, the term of the option or the exercisability of the option. However, the Committee will make all
determinations of the interpretation of both the 2001 and 1992 Director Plans. Options granted under the
2001 and 1992 Director Plans are not qualified for incentive stock option treatment,
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B) Non-Executive Director Stock Option Plan (continued)
A schedule of director stock option activity is as follows:

Weighted

Number of Average Option

Shares Price per share

Qutstanding at June 30,2000 ... ... ..o i 130,000 1.92
Options granted equal to marketprice . ......... ... ... . 30,000 .84
Options exercised .. .o e (20,000) .92
QOutstanding at June 30,2001 ... . .. .. i i 140,000 2.68
Options granted equal to marketprice . . . ..................... 30,000 3.76
Options exercisad .. ..ot e (10,000) 3.38
Cutstandingat June 30,2002 . ... ... .. i 160,000 2.84
Options granted equal to marketprice . ........ ..o ... 50,000 2.63
Options cancelled or surrendered .......... ... ... it (10,000) 3.88
Options BXErCiSed ... vttt e e e (40,000) 2.78
Qutstanding at June 30,2003 . ... ... ... i e 160,000 2,72

The options range in exercise price from $.84 to $4.81 per share and have a weighted average remaining
contractual life of 2.6 years.

C) Common Stock Warrants
A schedule of common stock warrant activity is as follows:

Weighted

Number of Average Option

Shares Price per share

Qutstandingat June 30,2000 .......... v 3,025,477 3.87
Warrants granted equal to marketprice ......... ... ... ... ... 106,667 2.33
Warrants granted greater than market price ................... 184,780 557
Warrants granted lower than marketprice..................... 314,000 5.19
Warrants cancelled orsurrendered . ... i e (258,806) 4.60
Warrants exercised ... o i e e e (463,668) 3.47
Outstanding at June 30,2001 ..... ... i, 2,908,450 4.14
Warrants granted equal to market price .....ovvviriinniiiinn.. 109,868 5.00
Warrants granted greater than marketprice ................... 1,217,500 2.28
Warrants cancelled or surrendered ......... ... ... . (425,000} 8.15
Warrants exercised ... ... i e (1,125,000) 1.48
Outstanding at June 30,2002 . ... innnniin i 2,685,818 3.81
Warrants granted greater than market price ................... 235,000 3.28
Warrants granted below marketprice ........... ... ... ... ... 1,119,080 2.68
Warrantsexercised ... i e (3,000) 3.25
Warrants cancelled or surrendered .......... ... i, (68,359) 8.99
Outstanding at June 30,2003 ........ ... 3,968,539 3.37

During fiscal year ending June 30, 2003, 235,000 warrants were issued to various consultants as compen-
sation for services performed.




In May 2003, the Company issued 419,279 warrants to a group of investors in connection with a sale of con-
vertible debentures in the amount of $2.7 million. The Company valued these warrants using the Black
Scholes Model and will amortize the costs as part of the debt discount over the three year life of the
debentures. In addition, 36,923 warrants were issued as finders’ fees.

In October 2002, the Company issued 444,000 warrants to a group of investors in connection with a sale of
$3.7 million of convertible debentures. The Company valued these warrants using the Black Scholes
Model and will amortize the costs as part of the debt discount over the three year life of the debentures.
In addition, 86,863 warrants were issued as finders' fees.

In August 2002, the Company issued 132,015 warrants in connection with a private common stock sale of
approximately $2.0 million.

In March 2002, the Company issued 100,000 warrants in connection with the acquisition of Authentidate
International AG. In February 2002, the Company issued 1,080,000 warrants to certain Series B warrant
holders with an exercise price of $2.00 per warrant in exchange for their exercise of 1,080,000 outstanding
Series B warrants for which the Company received $1,485,000 in cash (Note 20).

In May 2001, the Company issued 114,000 warrants to two foreign institutions and 150,000 warrants to
investment bankers as professional fees related to two private equity financings further described in
Note 18.

The following is a summary of the status of common stock warrants at June 30, 2003::

Outstanding Warrants Exercisable Warrants
Weighted Average Weighted Weighted
Exercise Remaining Average Average
Price Range Number Contractual Life Exercise Price Number  Exercise Price
$1.00-% 2.85 2,271,178 2.7 $2.06 2,271,178 $2.06
$2.86-% 11.00 1,697,361 2.7 $5.13 1,697,361 $5.13

12. Commitments and Contingencies

We are the defendant in a third party complaint filed by Shore Venture Group, LLC (Shore Venture) in
Federal District Court in Pennsylvania. The third party complaint was filed against us on May 7, 2001.
Shore Venture is the defendant to an action commenced by Berwyn Capital. The third party complaint
alleges a claim for breach of contract and seeks indemnification. A trial was held in October, 2002 and we
are currently awaiting the verdict of the judge. Management believes that the claim will not have a mate-
rial adverse impact on our financial condition, results of operations or cash flows.

We have also been advised of a claim by Shore Venture concerning additional shares of the Common
Stock of our subsidiary, Authentidate, Inc. We are continuing to conduct settlement negotiations with
Shore Venture in an effort to resolve all claims between the partners. Based on the settlement negotia-
tions held between the parties to date, management believes that the resolution of all of our claims with
Shore Venture will not have a materially adverse effect on our financial condition, results of operations or
cash flows.
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We are engaged in no other litigation which would be anticipated to have a material adverse impact on
our financial condition, results of operations or cash flows.

At dune 30, 2003, the Company had a severance accrual of $405,000 for employees that were terminated
during fiscal year 2003. These payouts will occur throughout fiscal year 2004.

13. Cash Flows-Supplemental Information

Cash Flows

The Company paid interest in the amounts of $195,276, $115,378 and $115,323 for the years ended June 30,
2003, 2002 and 2001, respectively. Income taxes paid aggregated $494, $1,912 and $230 for the years ended
June 30, 2003, 2002 and 2001, respectively.

Noncash Investing and Financing Activities

During the fiscal year ending June 30, 2003, the Company issued 130,000 shares of its common stock to
acquire all of the shares of Trac Medical. In addition, the Company entered into capital lease obligations
for property and equipment totaling $176,178, including interest (Note 9).

During the fisca!l year ending June 30, 2002, the Company issued 1,425,875 shares of its common stock to
acquire all the shares of Authentidate International AG that it did not already own. This transaction is
more fully described in Note 1. During the fiscal year, the Company entered into capital lease obligations
for property and equipment totaling $278,554, including interest.

During the fiscal year ended June 30, 2001, the Company issued 917,608 shares of its common stock with
a value approximating $4,200,000, to acquire a portion of the remaining minority interest of Authentidate,
Inc. In addition, the Company entered into capital lease obligations totaling $15,923, including interest.
Furthermore, the Company issued 28,082 shares of common stock out of treasury (totaling $76,719) in con-
nection with preferred stock being converted into common stock.

14. Employee Benefit Plan

The Company has a qualified defined contribution 401(k) profit sharing plan for all eligible employees. The
Company can make contributions in percentages of compensation, or amounts as determined by the
Company. The Company contributed $143,080, $134,640 and $111,869 to the plan during the years ended
June 30, 2003, 2002 and 2001, respectively.




15. Intangible Assets

A summary of intangible assets is as follows:

June 30, 2003 June 30, 2002

Gross Carrying Accumulated Gross Carrying Accumulated Useful Life

Amount Amoriization Amount Amortization In Years

Patents.................. $ 321,085 $ 43,679 $ 260,581 $ 24,792 17
Trademarks .............. 138,578 22,583 106,803 15,654 20
Completed technologies . . . 59,400 37,125 59,400 7,425 2
Accreditation ............ 121,800 76,125 121,800 15,225 2
Licenses ................. 15,101 9,567 13,600 4,533 3

Total ............ ... 0. $ 655,964 $ 189,079 $ 562,184 $ 67,629

Also refer to Note 1 with regard to Completed Technologies and Accreditation. The Company amortizes
intangible assets under the straight line method. Amortization expense was $121,450, $49,970 and $9,537
for the years ended June 30, 2003, 2002 and 2001, respectively. Intangible amortization expense is expect-
ed to be immaterial for the next five fiscal years.

16. Financial Instruments

Concentrations of Credit Risk

Financial instruments which subject the Company to concentrations of credit risk consist of cash and
cash equivalents and trade accounts receivable. To reduce credit risk, the Company places its temporary
cash investments with high credit quality financial institutions. The Company's credit customers are not
concentrated in any specific industry or business. The Company establishes an allowance for doubtful
accounts based upon factors surrounding the credit risk of specific customers, historical trends and other
information.

At June 30, 2003, there was one customer whose accounts receivable balance exceeded 30% of total
accounts receivable. This receivable has since heen substantially collected. At June 30, 2002, there was
one customer whose accounts receivable balance exceeded 10% of total accounts receivable.

One DJS customer accounted for approximately 50% of consolidated net sales but only represented
approximately $625,000 of gross profit out of total gross profit of $6.1 million, during the fiscal year ended
June 30, 2003. Sales to this same customer accounted for approximately 13% of consolidated net sales for
the fiscal year ended June 30, 2002, but only represented about $150,000 of gross profit. Sales to this cus-
tomer were primarily low margin computer hardware sales.

Fair Value
The following methods and assumptions were used to estimate the fair value of each class of financial
instruments for which it is practicable to estimate that value.
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Cash and Cash Equivalents, Accounts Receivahle, Accounts Payahle and Accrued Expenses

and Other Current Liabhilities

The carrying amount of cash and cash equivalents, accounts receivable, accounts payable and accrued
expenses and other current liabilities approximates fair value because of the short maturity of these
instruments.

Long Term Deht

Long-term debt approximates fair value as the Company's current borrowing rate approximates the inter-
est rates on its debt.

17. Seament Information

FAS 131 establishes standards for reporting financial and descriptive information about an enterprise’s
operating segments in its annual financial statements and selected segment information in interim finan-
cial reports.

The Company has three reportable segments: DocStar, a document imaging software company, DJS
Marketing Group, Inc. (DJS), a computer systems integrator, and all Authentidate related companies
including Authentidate Inc., Authentidate AG and Trac Medical Solutions Inc. DocStar sells document
storage and retrieval software and related products through a national dealer network of approximately
100 dealers and DJS markets computer services including network services, internet services and soft-
ware installation and integration. In addition, DJS sells a complete line of personal computers and
peripheral equipment in the Albany, New York area primarily, although DJS has several national accounts.
The Authentidate related businesses all provide authentication software services nationally and through
AG internationally.

The accounting policies of the segments are the same as those described in the summary of significant
accounting policies.

The Company’s reportable segments are separate divisions which are managed separately. The corporate
expenses which are not managed at the segment level include all public company type expenses and
therefore are excluded from the Company’s operating segments results. Goodwill is included in corporate
assets.




Segment Information: Authentidate

DocStar DJS Related Totals
2003
Net sales from external customers ............. $ 6,781,230 $ 17,124,802 $ 1,380,439 $ 25,286,471
Intersegment revenues ........... ... 000 13,770 62,268 — 76,038
Interest and otherrevenue . .................... 566 —_ 181,017 181,583
Interest expense ... vt e e 107,735 18,057 100,975 226,767
Depreciation and amortization ................. 414,848 50,757 1,322,019 1,787,624
Segment profit/(loss) ........ ... ... 796,866 146,917 (5,974,728) (5,030,945)
SegmentassetS . . vt i 4,327,634 3,198,953 2,268,673 9,795,260
2002
Net sales from external customers ............. $ 6,719,803 $ 9,871,923 $ 51,178 $ 16,642,904
Intersegment revenues ... ..., — 88,577 - — 88,577
Interest and otherrevenue ..................... 15,411 23 25,725 41,159
Interestexpense ....... ... i i 110,185 1,675 12,964 124,824
Depreciation and amortization ................. 431,910 60,819 1,172,387 1,665,116
Segment profit/(loss) .......... o e 287,859 96,801 (5,723,055) (5,338,395)
SegmentassetS ... .ovi i e 4,878,141 4,112,197 3,316,513 12,306,851
2001
Net sales from external customers ............. $ 6,239,579 $ 11,620,407 $ 558 $ 17,860,544
Intersegmentrevenues ........... ... ... ... — 428,488 — 428,488
Interest and otherincome ..................... 14,792 — 2,352 17,144
Interest eXpense .......c.vviriiii i 112,784 12,032 — 124,818
Depreciation and amortization . ................ 411,441 58,468 1,120,840 1,590,749
Segment profitf(loss) ... ... e (459,391) 385,283 (5,824,663) (5,898,771)
SegmentassetS........oiiiiii i 5,454,528 3,372,212 3,746,305 12,573,045
Reconciliations:

2003 2002 2001

Total net sales for reportable segments .................. 3 25,362,509 $ 16,731,481 $ 18,289,032
Elimination of intersegment revenues ........ ...t (76,038) (88,577) (428,488)
Total consolidated netsales ............... ... oo iiun, 3 25,286,471 $ 16,642,904 3 17,860,544
Total profit or loss for reportable segments ............... $ (5,030,945) § (5,338395) $ (5,898,771)
Product development expenses ...........oivivriiennn. (2,534,777) (2,170,173) (1,221,639)
Corporate expensesand other .......................... (2,258,830) (2,494,793) (2,188,413)
Elimination of intersegment profits ...................... (8,293) 12,232 (15,280)
Loss beforeincometaxes .......... ..o $ (9,832,845) $ (9,991,129) $ (9,324,103}
Total assets for reportable segments .................... 3 9,795,260 $ 12,306,851 $ 12,573,045
Corporate assets . ....ovv it i 15,274,268 13,760,530 13,322,487
Elimination of intersegmentassets ...................... (23,688) (15,395) (27,627)
Consolidated totalassets ...............ciiiiiiin s, 3 25,045,840 $ 26,051,986 $ 25,867,905
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In Germany, the Company had revenues from external customers of $857,540 for 2003 and $25,267 for the
period March 2002 through June 2002 (See Note 1) and segment assets of $918,930 and $635,665 at June
30, 2003 and 2002, respectively. All other revenue and assets are located in the United States.

18. Private Equity and Debt Offerings

In May and June 2003, the Company sold convertible debentures with a face value of $2,725,300 to institu-
tional investors and warrants to purchase 419,279 shares of common stock (Note 19). The debentures are
convertible into shares of the Company’s common stock at an initial conversion price of $2.60 per share.
The debentures are due three years from the date of issuance and accrue interest at the rate of 7% per
annum, payable quarterly in arrears. At the option of the Company, the interest may be paid in either cash
or additional shares of common stock. The warrants are exercisable for a period of five years from the date
of issuance; 50% of the warrants are initially exercisable at $2.60 per share and the remaining 50% of the
warrants are initially exercisable at $2.86 per share. The conversion price of the debentures and the exer-
cise price of the warrants are subject to adjustment in the event the Company issues common stock or
securities convertible into common stock at a price per share of common stock less than the conversion
price or exercise price on the basis of a weighted average formula. In addition, the conversion price of the
debentures and the exercise price of the warrants are subject to adjustment at any time as the result of
any subdivision, stock split, combination of shares or recapitalization. At June 30, 2003, the convertible
debentures are convertible into 1,048,192 shares of common stock.

In October 2002, the Company sold convertible debentures with a face value of $3,700,000 to institutional
investors and warrants to purchase 444,000 shares of common stock. The debentures are convertible into
shares of the Company's common stock at an initial conversion price of $2.50 per share. At June 30, 2003,
the convertible debentures are convertible into 1,480,000 shares of common stock. The debentures are due
three years from the date of issuance and accrue interest at the rate of 7% per annum, payable quarterly in
arrears. At the option of the Company, the interest may be paid in either cash or additional shares of com-
mon stock.The warrants are exercisable for a period of four years from the date of issuance and are initially
exercisable at $2.50 per share. The conversion price of the debentures and the exercise price of the warrants
are subject to adjustment in the event the Company issues common stock or securities convertible into
common stock at a price per share of common stock less than the conversion price or exercise price on the
basis of a weighted average formula. In addition, the conversion price of the debentures and the exercise
price of the warrants are subject to adjustment at any time as the result of any subdivision, stock split, com-
bination of shares or recapitalization. The Company has an option, but not a requirement, to sell another
$2,470,000 of convertible debentures to the same investors provided the Company's common stock main-
tains a trading price at or above $3.00 per share for the 15 trading days preceding an election to sell addi-
tional debentures. This option is in effect for 12 months following the effective date of the registration
statement covering the shares underlying the debentures. In September 2003, the Company exercised its
option and sold $2,470,000 of convertible debentures to the same group of investors (Note 22).

Under generally accepted accounting principles, the Company is required to record the value of the ben-
eficial conversion feature of these convertible debentures as debt discount. In addition, the value of the
warrants using the Black Scholes method is also recorded as debt discount. The total debt discount
recorded on the two convertible debenture sales during fiscal 2003 was approximately $3,598,000. This debt
discount will be amortized and charged to interest expense over a period of 36 months. In the event the
investors convert the debentures prior to the end of 36 months, then generally accepted accounting prin-
ciples require the Company to expense the unamortized balance of the debt discount in full,




Through June 30, 2003, $489,000 has been recorded as noncash interest expense on the Company’s income
statement relative to the amortization of debt discount on these convertible debentures. Going forward,
the Company will incur a noncash interest expense of approximately $1,200,000 per year.

In July 2002, the Company sold 660,077 shares of its common stock at $3.03 per share in a private trans-
action. The Company received gross proceeds of approximately $2.0 million before expenses.
The Company also issued 132,015 common stock purchase warrants to the buyers, which have an exercise
price of $3.26 per share and have a five-year life.

In 2001, the Company, in two separate transactions closed on the sale of $5,500,000 of its securities to two
foreign institutions pursuant to Regulation S, promulgated under the Securities Act of 1933, as amended.
In the transactions, the Company sold 5,500 of its Series C convertible preferred stock, with a dividend
rate of 4%, payable in either cash or Company common stock to the foreign institutions convertible at
$4.845 per share and five year warrants to purchase 114,000 shares of common stock exercisable at $4.845
per share. The conversion price is not subject to resets or adjustments for changes in the market price
of the Company's common stock. The right of conversion incorporated into the Series C preferred stock
constitutes a beneficial conversion feature which was determined to have a value of approximately
$1,464,002. The beneficial conversion feature was amortized as a preferred stock dividend over a one-year
period commencing July 1, 2001 using the effective interest method. The Company received net proceeds
of approximately $5,200,000 from the transaction after paying commissions and expenses. The securities
sold in this offering are restricted securities under the terms of Regulation S and may not be transferred
or resold in the United States for a period of one year, except pursuant to registration under the Securities
Act or an exemption thereunder. During the fiscal year ended June 30, 2003 and 2002, 400 Series C pre-
ferred shares and 1,500 Series C preferred shares were converted into 82,560 common stock shares and
309,598 common stock shares, respectively.

During fiscal 2000, the Company closed three concurrent private offerings. In the first offering, the
Company sold 740,000 units at an aggregate offering price of $740,000, each unit consisting of two shares
of common stock and two Series B common stock purchase warrants (the “Series B warrants”). The
Series B warrants entitle the holder to purchase one share of common stock at an exercise price of $1.375
per share during the offering period commencing on the date of issuance and terminating five years there-
after. The Series B warrants are redeemable at any time commencing one year after issuance at the option
of the Company with not less than 30 nor more than 60 days written notice to the registered holders at a
redemption price of $.05 per warrant provided; (i) The public sale of the shares of common stock issuable
upon exercise of the Series B warrants are covered by a tentative registration statement; and (ii) During
each of the immediately preceding 20 consecutive trading days ending within 10 days of the date of the
notice of redemption, the closing bid price of the Company's common stock is at least $3.25 per share. As
of June 30, 2003, 400,000 Series B warrants are outstanding.

In the second offering, the Company sold 50,000 shares of a newly created class of Series B convertible
cumulative preferred stock (the “Series B preferred stock™). The Series B preferred stock was sold at
$25.00 per share for an aggregate offering price of $1,250,000. Dividends on the Series B preferred stock
are payable at the rate of 10% per annum, semi-annually in cash. Each share of Series B preferred stock
is convertible into shares of the Company's common stock or is converted into such number of shares of
the common stock as shall equal $25.00 divided by the conversion price of $1.875 per share subject to
adjustment under certain circumstances. Commencing three years after the closing, the conversion price
shall be the lower of $1.875 per share or the average of the closing bid and asked price of the Company's
common stock for the 10 consecutive trading days immediately ending one trading day prior to the notice
of the date of conversion; provided, however, that the holders are not entitled to convert more than 20% of
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the Series B preferred shares held by such holder on the third anniversary of the date of issuance per
month. The Series B Preferred Stock is redeemable at the option of the Company at any time commenc-
ing one year after issuance or not less than 30 nor more than 60 days written notice at a redemption price
of $25 per share plus accrued and unpaid dividends provided; (i) the public sale of the shares of common
stock issuable upon conversion of the Series B preferred stock (the “Conversion Shares”) are covered by
an effective registration statement or are otherwise exempt from registration; and (ii) during the immedi-
ately preceding 20 consecutive trading days ending within 10 days of the date of the notice of redemption,
the closing bid price of the Company's common stock is not less than $3.75 per share.

On October 30, 2002, the Company filed a Certificate of Amendment of the Certificate of Designations,
Preferences and Rights and Number of Shares of Series B preferred stock with the Secretary of State of
the State of Delaware. The amendment provides that the conversion rate applicable to the outstanding
shares of Series B preferred stock will be fixed at $1.40. Previously, the conversion rate was equal to the
lower of $1.875 and the average of the closing bid and asked prices of our common stock for the immedi-
ately preceding ten consecutive trading days ending one day prior to the notice of conversion; provided,
however, that the conversion rate would not be below $0.875. Accordingly, the outstanding 28,000 shares
of Series B preferred stock are presently convertible into an aggregate of 500,000 shares of the Company’s
common stock. Prior to the amendment, the outstanding shares of Series B preferred stock were con-
vertible into a maximum of 800,000 shares of the Company’s common stock. In consideration of obtaining
the consent of the holder of the outstanding Series B preferred stock, the Company agreed to defer its
ability to redeem those shares for a period of two years,

As of June 30, 2003, 22,000 Series B preferred shares have been converted leaving 28,000 shares out-
standing which are convertible in 500,000 common shares.

Commencing October 2004, the Series B preferred stock is redeemable at the option of the Company with-
out regard to the closing price of the Company’s common stock.

As part of this equity offering in fiscal 2000 the Company also created a new subsidiary, Authentidate, Inc.
In connection with the above offerings, the purchasers were granted the right to purchase 20% of
Authentidate for $100,000. The purchasers subsequently exercised this right, however, the Company repur-
chased this portion in fiscal year 2001 and now own approximately 98% of Authentidate (Note 1). In addi-
tion, the Purchasers were issued an aggregate of 999,999 Series C common stock purchase warrants (the
“Series C warrants”). The Series C warrants were redeemable at any time commencing six months after
issuance, on not less than 30 nor more than 60 days written notice to registered holders at a redemption
price equal to $.05 per warrant, provided (i) the public sale of the shares of common stock issuable upon
exercise of the Series C warrants (the “Warrant Shares”) are covered by an effective registration state-
ment or are otherwise exempt from registration; and (ii) during each of the immediately preceding 20 con-
secutive trading days ending within 10 days of the date of the notice of redemption, the closing bid price of
the Company’s common stock is not less than 120% of the current exercise price of the Series C warrants.

The Series C warrants were also divided into three classes (333,333 warrants per class) to provide for
varying exercise prices. The exercise price of the Series C warrants is as follows:

Class | - $1.50 per share of common stock, increasing (i) $.75 per share thirty days after the effective date
of the registration statement covering the underlying shares (the “Registration Statement”); (ii) an addi-
tional $.75 per share seven months after the effective date of the Registration Statement; and (iii) an addi-
tional $.75 per share 13 months after the effective date of the Registration Statement, subject to adjust-
ment for stock splits and corporate reorganizations.




Class Il - $1.50 per share of common stock, increasing (i) $.75 per share sixty days after the effective date
of the Registration Statement; (ii) an additional $.75 per share seven months after the effective date of
the Registration Statement; and (iii) an additional $.75 per share 13 months after the effective date of the
Registration Statement, subject to adjustment for stock splits and corporate reorganizations.

Class Il - $1.50 per share of common stock, increasing (i) $.75 per share ninety days after the effective
date of the Registration Statement; (ii) an additional $.75 per share seven months after the effective date
of the Registration Statement; and (iii) an additional $.75 per share 13 months after the effective date of
the Registration Statement, subject to adjustment for stock splits and corporate reorganizations.

All of the Series C warrants had been exercised as of June 30, 2002.

The Company received gross proceeds of approximately $2,100,000, approximately $1,900,000 after
expenses. The Company utilized the proceeds of the three ofterings as follows: approximately $600,000
was utilized to repay a portion of the Company's line of credit; approximately $160,000 was utilized to make
a past due interest payment on the Company’s outstanding 8% convertible notes, and the remainder was
reserved for working capital.

As of June 30, 2003, the 3,600 Series C preferred shares outstanding are convertible into 743,034 shares of
common stock.

19. Related Party Transactions

The Company entered into certain loan and security arrangements involving Mr. John T. Botti, our
Chairman and Chief Executive Officer, principally relating to certain obligations to financial institutions
collateralized by Mr. Botti’s stock in AHC.The Company initially established these arrangements in 2001,
and agreed to certain modifications in February 2002, as described below.

In January 2001, the Company made a loan of $317,000 to Mr. Botti so as to enable him to avoid a margin
call on the shares of AHC common stock owned by him that were held in a brokerage account, as the
Board of Directors believed that failing to do so would have a material adverse impact on the market price
of its stock (the "2001 Loan”). The 2001 Loan was collateralized by alien on all of the shares of AHC owned
by Mr. Botti, as well as shares issuable to Mr. Botti upon the exercise of stock options granted to him. On
February 14, 2002, the Company agreed to loan an additional amount of $203,159 to Mr. Botti, which loan
was also cotlateralized by a lien on all shares of AHC owned by Mr. Botti or issuable to him (the 2002
Loan'). The 2001 Loan bore interest at the rate of 9% per annum.The 2002 Loan bore interest at the rate of
6% per annum.These loans were paid in full in June 2003 as the result of Mr. Botti selling his 100 shares of
Series A preferred stock to the Company for $850,000. The Series A preferred stock had been appraised
at $1,100,000 by an independent nationally recognized appraisal and valuation firm.

On May 29, 2003, the Company completed the sale of a private financing in the amount of $2,725,300 of
securities to certain investors pursuant to Section 4(2) of the Securities Act of 1933, as amended and
Regulation D, promulgated thereunder (Note 18). In the transaction, the Company sold $2,725,300 of con-
vertible debentures and warrants to purchase an aggregate of 419,279 shares of common stock. A non-
executive member of our Board of Directors participated in this financing and purchased $250,000 aggre-
gate principal amount of convertible debentures and received 38,462 common stock purchase warrants.
Further, an entity affiliated with a non-executive member of our Board of Directors, purchased $250,000
aggregate principal amount of convertible debentures and received 38,462 common stock purchase war-
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rants in this financing. In addition, an entity that is currently a beneficial owner of in excess of 5% of our
common stock participated in this financing, purchasing $250,000 aggregate principal amount of convert-
ible debentures and receiving 38,462 common stock purchase warrants purchased.The convertible deben-
tures, which are payable in full in May 2006, bear interest at 7% annum, payable quarterly in arrears.

20. Private Financing

In February 2002, the Company offered the holders of its Series B common stock warrants the opportuni-
ty to receive new warrants upon the exercise of the Series B warrants for cash. The exercise price of these
warrants was $1.375 per common stock warrant. The warrant holders would receive a new warrant exer-
cisable at $2.00 per common stock warrant, which was slightly above the market price of the Company’s
common stock on February 19, 2002, the date the Board approved the transaction. 1,080,000 warrants were
exercised and the Company received $1,485,000 in cash, in addition 1,080,000 new warrants were issued.
The new warrants expire October 1, 2004 and have no registration rights.

21. Interest/Other Income and Interest Expense

Interest and other income at June 30 consist of:

2003 2002 2001
Interest income from financial institutions .................. $ 76,606 $ 140,393 $ 381,990
Proceeds from "9/11 Fund” ... ... i 163,465 — —
Proceeds from insurance company related to 9/11 attack ..... 275,489 — —
Miscellaneous iNCOMe ... .. i e e i ee s 56,921 39,967 18,006
Total interest and otherincome ..................... $ 572,481 $ 180,360 $ 399,996
Interest and other income at June 30 consist of:
2003 2002 2001
Interest paid to financial institutions . ...................... $ 211,573 $ 124,824 $ 124,816
Interest paidinstock ........ ..o i 143,666 - — —
Accrued non-cash interest related
to discount on convertibledebt ........ ... .. ... 489,414 — —
interest paid on convertibledebt ........... ... ... o L. 27,203 — —
Total interestexpense ..........viii i $ 871,856 $ 124,824 $ 124,816

22. Subsequent Events

On September 12, 2003, we completed the sale of $2,470,000 of convertible debentures which mature in
September 2006 and bear interest at 7% payable quarterly in cash or stock at the Company's option.
Included in the sale were warrants to purchase an aggregate of 247,000 shares, having an exercise price
of $3.00 per share and expiring in four years. The portion of the sale price allocated to the fair value of the
warrants (approximately $800,000) and the beneficial conversion feature value (approximately $1,500,000)
will be recorded as a debt discount and amortized as interest expense over the term of the debt. In addi-
tion to this tinancing, on September 22, 2003, the Company sold 166,667 shares of common stock and war-
rants to purchase 50,000 shares of Company common stock to an investor who participated in the May 2003
financing. The shares were sold for $3.00 per share and the investor agreed to a one- year lock-up during




which he will be unable to sell or otherwise transfer the securities purchased in this sale. 50,000 warrants
were also issued to this investor which have an exercise price of $3.00 and expire in four years. The under-
lying shares of these warrants are also subject to a one-year lock-up. The Company aiso issued five year
warrants to purchase an aggregate of 59,400 shares of Company common stock to certain consultants for
services rendered in connection with these transactions which are exercisable at $3.00 per share. The con-
sultants also received a cash fee equal to 6% of the gross proceeds that the Company received.

23. Quarterly Financial Data (Unaudited)

First Quarter  Second Quarter Third Quarter  Fourth Quarter
Fiscal year ended June 30, 2003

Netsales ..............c i, $5,464,576 $5,920,575 $8,105,870 $5,795,450
Grossprofit ............... .. . ..., 1,299,933 1,773,383 1,453,173 1,590,146
Netloss ....oovviviiii ., (1,994,866) (1,953,555) (3,009,758) (2,881,130)
Losspershare..................... (.10) (0.10) (0.15) (0.14)
Fiscal year ended June 30, 2002
Netsales ...........ooiiit $3,263,503 $4,131,286 $3,592,159 $5,655,956
Grossprofit ............. ... 972,142 1,191,812 1,087,126 1,301,289
Netloss ........ . civiiiii i, (2,608,970) (2,222,955) (2,533,384) (2,586,093)

Losspershare..................... (.19) (0.16) (0.18) (0.16)
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